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Due  to  rapid  technological  change,  the  do¬ 
mestic  common  carrier  telecommunications 
industry  is  in  transition  from  a  highly  monop¬ 
olized  structure  to  a  more  competitive  one. 
Reacting  to  this  technological  change,  the  Fed¬ 
eral  Communications  Commission,  supported 
by  the  courts,  has  issued  a  series  of  decisions 
allowing  competition.  This,  however,  has  cre¬ 
ated  a  need  for  the  Commission  to  expand  its 
regulatory  approach  to  assure  fair  compe¬ 
tition.  GAO  is  making  recommendations  to 
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\To  the  President  of  the  Senate  and  the 
'Speaker  of  the  House  of  Representatives 

N'^£This  report  assesses  the  Federal  Communications  Commission's 
program  for  regulating  domestic  telecommunications  common  carriers. 
The  report  makes  several  recommendations  to  the  Congress  and  the 
Commission  for  improving  the  regulatory  framework  provided  by 
the  Communications  Act  of  1934  .  _____ 

The  Commission,  supported  by  the  courts,  has  issued  a  series 
of  decisions  which  have  allowed  competition  into  the  manufacture 
of  telecommunications  terminal  equipment  and  into  the  interstate 
provision  of  telecommunications  services.  The  question  now  cen¬ 
ters  on  how  to  nurture  competition  during  the  transition  from  a 
highly  concentrated  industry  structure  to  a  less  concentrated  and 
more  diversified,  competitive  structure  made  possible  by  new 
technologies.  GAO  conducted  this  review  to  evaluate  the  Commis¬ 
sion's  program  for  regulating  domestic  telecommunications  common 
carriers  in  light  of  the  changing  industry  structure. 

GAO  requested  that  the  Commission  provide  us  agency  comments 
on  this  report.  The  Commission  did  not  provide  us  official  agency 
comments;  however,  we  were  provided  a  brief  staff  commentary  on 
technical  issues  raised  in  the  report. 


We  are  sending  copies  of  this  report  to  the  Director,  Office 
of  Management  and  Budget,  and  the  Chairman,  Federal  Communications 
Commission . 
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DIGEST 

Rapid  technological  change  has  broken  down  the 
natural  monopoly  characteristics  of  the  tele¬ 
communications  industry  and  paved  the  way  for  a 
more  competitive  industry  structure.  One  contrib¬ 
utor  to  this  change  has  been  the  development  of 
alternative  transmission  technologies — point-to- 
point  microwave,  satellites,  and  coaxial  cable — 
to  the  traditional  technology  of  paired  wires. 

The  size  of  the  market  for  telecommunications 
has  also  grown — reflecting  the  convergence  of 
data  processing  and  telecommunications — further 
dismantling  the  natural  monopoly  characteristics 
of  the  industry.  New  equipment  has  been  devel¬ 
oped  to  provide  new  services  such  as  digital 
networks  to  meet  computers'  specialized  data 
transmission  needs. 

Reacting  to  this  technological  change,  the  Fed¬ 
eral  Communications  Commission,  supported  by  the 
courts,  has  over  the  past  20  years  issued  a 
number  of  decisions  allowing  competition  into  the 
manufacture  of  telecommunications  terminal  equip¬ 
ment  and  into  the  interstate  provision  of  tele¬ 
communications  services,  which  have  altered  the 
structure  of  the  telecommunications  industry, 

While  the  established  firms  still  exist  and  con* 
tinue  to  dominate  the  industry,  they  are  compe¬ 
ting  with  new,  small  carriers  in  many  markets. 

In  other  markets,  however,  the  established  domi¬ 
nant  firms  still  operate  as  de  facto  monopolists. 

Where  a  firm  operates  in  two  markets — one 
monopolized  and  one  populated  by  new  competitive 
entrants — it  has  an  incentive  to  cross-subsidize 
the  competitive  markets  by  undercharging  for 
services  in  the  competitive  markets  and  over¬ 
charging  for  services  in  the  captive  monopoly 
markets.  This  has  created  a  need  for  the  Com¬ 
mission  to  expand  its  regulatory  approach  beyond 
its  traditional  concern  of  potential  abuse  by 
carriers  of  their  monopoly  power  to  include  en¬ 
suring  fair  competition  between  the  established 
carriers  offering  monopoly  and  competitive 
services  and  new  carriers  offering  only  com¬ 
petitive  services. 
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GAO  conducted  this  review  to  comprehensively 
evaluate  the  Commission's  program  for  regulating 
domestic  telecommunications  common  carriers  in 
light  of  the  changing  industry  structure.  The 
review  included  assessments  of  both  the  methods 
the  Commission  uses  to  carry  out  a  system  of 
price/earnings  regulation  for  monopoly  carriers 
and  the  actions  it  is  taking  to  prevent  anticom¬ 
petitive  behavior  by  dominant  carriers  against  new 
entrants.  GAO  has  included  a  considerable  amount 
of  factual  and  analytical  data  in  this  report 
because  of  the  complexity  and  interrelated  nature 
of  the  issues  confronting  the  Commission  and  the 
Congress. 

THE  DEVELOPMENT  OF  COMPETITION 
IN  DOMESTIC  COMMON  CARRIER 
TELECOMMUNICATIONS 

The  evolution  of  the  domestic  telecommunications 
common  carrier  industry  from  a  highly  monopolized 
structure  to  a  competitive  structure  is  not  com¬ 
plete.  GAO  recommends  that  the  Commission  (having 
set  the  industry  on  the  road  to  a  more  competitive 
structure)  establish  within  its  Common  Carrier 
Bureau  an  industry  analysis  section  to  monitor 
industry  structure.  Through  its  monitoring  activ¬ 
ities,  the  section  would  provide  a  basis  for 
determining  which  carriers  are  dominant  and  which 
are  nondominant  so  that  the  appropriate  regulatory 
programs  and  policies  can  be  applied  to  these  car¬ 
riers.  It  would  also  enable  the  Commission  to 
measure  its  effectiveness  in  encouraging  competi¬ 
tion.  (See  p.  28.) 

If  it  wishes  to  endorse  the  trend  toward  competi¬ 
tion  in  the  telecommunications  industry,  the  Con¬ 
gress  should  amend  title  I  of  the  Communications 
Act  of  1934  to  direct  the  Commission  to  rely  on 
competition  and  the  private  sector  to  the  maximum 
extent  possible  to  achieve  the  overall  goals  of 
the  act.  (See  p.  27. ) 

To  promote  more  efficient  use  of  the  Commission's 
resources,  GAO  recommends  that  the  Congress  amend 
the  act  to  allow  the  Commission  to  exempt  carriers 
from  any  or  all  provisions  of  title  II,  who  because 
of  their  lack  of  market  power  do  not  require  the 
full  range  of  regulations.  The  Commission  could 
then  focus  its  resources  on  improving  the  regula¬ 
tion  of  those  carriers  whose  market  dominance 
requires  continued  regulation.  (See  p.  27.) 


IMPROVING  FCC'S  APPLICATION 
OF  PRICE/EARNINGS  REGULATION 

The  Commission  has  used  a  system  of  price/ 
earnings  regulation  which  relies  on  rate  of 
return/rate  base  regulation  to  govern  prices 
charged  by  carriers.  To  implement  such  a  pro¬ 
gram,  the  Commission  must  establish  and  monitor 
rates  of  return,  review  the  reasonableness  of 
investments  and  expenses,  and  approve  individual 
rates  for  carriers'  services.  The  Commission 
has,  however,  focused  on  establishing  carriers' 
rates  of  return  and  paid  little  attention  to 
carrier  investment  cost  and  expenses. 

GAO  recognizes  that  because  of  the  nature  and 
magnitude  of  the  tasks  involved,  a  system  of 
price/earnings  regulation  can  never  be  expected 
to  fully  simulate  a  competitive  outcome.  As 
workable  competition  develops,  the  Commission 
can  relax  its  application  of  price/earnings 
regulation.  Until  a  competitive  environment 
exists,  however,  GAO  recommends  that  the  Com¬ 
mission  take  a  number  of  actions  to  strengthen 
its  application  of  this  regulatory  approach. 

(See  p.  62.) 

Uncertainty  exists  regarding  the  Commission's 
authority  to  authorize  the  construction  of  car¬ 
rier  facilities,  particularly  whether  it  extends 
to  carrier  switching  equipment.  To  clarify  the 
Commission's  authority  and  to  allow  it  greater 
flexibility  in  carrying  out  its  responsibilities 
for  determining  the  reasonableness  of  carrier  in¬ 
vestment  costs,  GAO  recommends  that  the  Congress 
amend  the  Communications  Act  to  give  the  Commis¬ 
sion  explicit  authority  to  require  carriers  to  sub¬ 
mit  for  approval  plans  for  the  construction  of  any 
facility  subject  to  its  jurisdiction  and  to  allow 
the  Commission  to  require  carriers  to  file  long¬ 
term  facilities  construction  plans.  (See  p.  63.) 

THE  20-YEAR  STRUGGLE  WITH  COSTING 
PRINCIPLES  AND  METHODOLOGIES 


Allocating  costs  appropriately  among  various  tele¬ 
communications  services  is  a  critical  aspect  in 
preventing  potential  cross-subsidy  between  monopoly 
and  competitive  services. 

The  Commission,  over  the  last  20  years,  has  estab¬ 
lished  the  broad  principle  that  costs  should  be 
fully  distributed  among  all  services.  The  Commis¬ 
sion  has  had  limited  success  in  developing  a 
method  to  implement  this  principle. 
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The  Commission  initially  developed  a  methodology 
whose  design  was  flawed,  efforts  to  correct  it 
were  unsuccessful.  The  Commission  has  recently 
adopted  an  interim  costing  approach  to  serve  as 
a  stopgap  measure  until  a  long-range  solution 
can  be  developed. 

To  comprehensively  address  the  problem  of  po¬ 
tential  cross-subsidy,  GAO  recommends  that  the 
Commission  include  additional  service  catego¬ 
ries  and  improved  factors  for  allocating  costs 
in  its  interim  costing  approach.  (See  p.  88.) 

To  develop  a  long-term  costing  approach  the 
Commission  needs  to  revise  its  Uniform  System 
of  Accounts.  Since  1978  the  Commission  has 
been  attempting  to  revise  the  system  but  with¬ 
out  success.  Management  problems,  identified 
in  a  November  1979  GAO  report,  have  hampered 
the  effort  and  remain  uncorrected.  In  addition, 
the  Commission  has  not  decided  on  the  overall 
direction  or  structure  for  the  system. 

GAO  recommends  that  the  Commission  establish  a 
group  consisting  of  accountants,  engineers,  econ¬ 
omists,  and  attorneys  to  revise  the  Uniform  System 
of  Accounts.  Also  the  Commission  needs  to  revise 
its  Uniform  System  of  Accounts  to  reflect  current 
technology  and  business  functions  and  to  appropri¬ 
ately  allocate  costs  by  service  which  can  be  audi¬ 
ted  and  reviewed.  (See  p.  99.) 

With  the  development  of  competition  the  Commission 
must  detect  and  correct  carrier  rates  which  are 
too  low  in  addition  to  rates  which  are  too  high. 

The  Commission,  however,  has  had  difficulty  in 
obtaining  from  carriers  cost  data  from  which  it 
can  prescribe  a  lawful  tariff.  A  tariff  contains 
the  rates,  terms,  and  conditions  for  a  communi¬ 
cations  service.  GAO  recommends  that  the  Congress 
amend  the  Communications  Act  to  provide  the  Commis¬ 
sion  with  the  authority  to  prescribe  interim 
tariffs  based  on  the  cost  data  which  the  carrier 
has  submitted.  This  authority  will  provide  the 
Commission  with  a  tool  for  dealing  with  carrier 
rates  which  appear  too  low.  Should  the  Commission 
prescribe  higher  rates,  it  may  increase  the  car¬ 
rier's  incentive  to  supply  cost  data  which  more 
clearly  supports  rates  it  would  prefer.  (See 
p.  88.) 

USING  SEPARATE  SUBSIDIARIES 
AS  A  PROCOM^ETITIVE  TOOL 

In  its  "Computer  II  Decision"  the  Commission 
embraces  a  separate  subsidiary  device  as  a  way 
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of  preventing  the  potential  cross-subsidization 
between  a  dominant  carrier’s  competitive  opera¬ 
tions  in  certain  equipment  and  service  markets, 
and  its  traditional  monopoly  offerings.  The 
effectiveness  of  the  separate  subsidiary 
approach ■,  however,  depends  primarily  on  the 
nature  and  stringency  of  the  conditions  gov¬ 
erning  separation  and  the  quality  of  regula¬ 
tory  oversight. 

The  separate  subsidiary  approach  proposed  by 
the  Commission  does  not  go  far  enough  in  pro¬ 
viding  for  organizational  restructuring  and 
separation  conditions.  Further,  the  Commission 
has  moved  too  quickly  toward  implementing  the 
separate  subsidiary  regulatory  approach  before 
many  essential  costing,  accounting,  and  depre¬ 
ciation  problems  have  been  resolved.  Further, 
the  Commission  has  not  undertaken  a  system¬ 
atic  and  thorough  assessment  of  what  it  will 
require — in  the  way  of  resources,  staffing, 
and  functional  organization — to  give  the 
approach  credibility  and  a  realistic  chance 
of  success. 

GAO  recommends  that  the  Commission  strengthen 
the  conditions  governing  separation  adopted  in 
the  Computer  II  Decision. 

GAO  also  recommends  that  the  Commission  as  part 
of  implementing  any  deregulation  approach  based 
on  the  use  of  separate  subsidiaries  carry  out 
those  tasks  which  are  necessary  to  ensure  their 
efficacy.  This  includes 

— resolving  the  outstanding  costing,  accounting, 
and  depreciation  issues  which  must  be  imple¬ 
mented  prior  to  establishing  separate  subsi¬ 
diaries; 

— training  and  organizing  a  staff  to  monitor 
and  enforce  compliance  with  its  requirements 
and  conditions;  and 

— prescribing  conditions  for  capitalization 
and  financing  arrangements  for  the  separate 
subsidiar ies . 

Looking  beyond  the  Computer  II  Decision,  GAO 
further  recommends  the  Commission  initiate  a 
proceeding  to  evaluate  the  need  for  structural 
separation  of  a  dominant  carrier's  interex¬ 
change  (long  distance)  and  intraexchange 
(local)  operations.  (See  p.  135.) 


DEPRECIATION  RATESETTING 
AND  ITS  IMPLICATIONS  IN  A 
MORE  COMPETITIVE  ENVIRONMENT 

During  1980  and  1981,  the  Commission  made  changes 
to  its  methods  and  practices  for  setting  depreci¬ 
ation  rates.  These  changes,  allowing  faster  cap¬ 
ital  recovery,  have  been  largely  in  response  to 
the  rapid  changes  in  technology  and  reflect  the 
Commission's  overall  thrust  for  a  more  competitive 
environment. 

In  implementing  its  changes,  however,  the  Commis¬ 
sion  has  not  resolved  questions  regarding  the 
methods  and  procedures  needed  to  set  new  depre¬ 
ciation  rates.  For  example,  the  proper  method 
for  allocating  the  depreciation  reserve 
account  to  individual  plant  accounts  has. not 
been  determined  and  requirements  for  setting 
depreciation  rates  for  that  part  of  the  depreci¬ 
able  plant  from  the  telephone  pole  to  the  custo¬ 
mer's  premises  have  not  been  developed. 

Before  proceeding  to  set  revised  depreciation 
rates,  GAO  recommends  the  Commission  address 
these  and  other  questions.  Doing  so  will  place 
the  Commission  in  a  position  to  avoid  accepting 
and  approving  depreciation  rates  with  less  than 
the  rigorous  review  needed.  (See  p.  159.) 

Commission  action  is  also  needed  before  imple¬ 
menting  that  part  of  its  Computer  II  Decision 
relating  to  customer  premises  equipment — 
telephones,  computer  terminals,  and  other  equip¬ 
ment  which  may  be  located  at  the  customer's 
premises  and  attached  to  the  communications 
network.  The  Commission  has  proposed  to  deregu¬ 
late  as  of  March  1,  1982,  new  customer  premises 
equipment  and  to  continue  to  regulate  existing 
customer  premises  equipment.  (See  p.  160.) 

ENSURING  FAIR,  NON- 
DISCRIMINATORY  ACCESS 
TO  LOCAL  EXCHANGES 

Since  competition  was  first  allowed  in  interstate 
telecommunications  services,  the  Commission  has 
required  that  all  carriers  offering  authorized 
interstate  communications  services  be  allowed 
access  to  local  exchange  facilities  on  a  non- 
discr iminatory  basis.  Such  access  is  virtually 
the  only  means  for  local  distribution  of  inter¬ 
state  telephone  services.  The  Commission  and 
the  courts  have,  however,  continued  to  identify 
access  discrimination  problems  involving  both 


the  types  of  access  services  provided  and  the 
rates  charged  for  such  services. 

During  recent  years,  the  local  exchange  costs 
assigned  to  interstate  services  have  also  grad¬ 
ually  increased,  giving  rise  to  the  allegation 
that  rates  for  such  services  subsidize  intrastate 
rates.  The  existence  and  magnitude  of  any  such 
subsidy,  however,  is  unclear. 

The  Commission  is  addressing  the  problem  of 
access  discrimination.  Neither  the  Commis¬ 
sion's  past  actions  nor  its  present  proposals, 
however,  resolve  the  following  questions. 

— What  types  of  interconnection  should  telephone 
companies  be  required  to  provide  to  new  car¬ 
riers? 

—  What  rates  should  be  charged  to  new  carriers 
for  access  to  local  exchanges? 

— What  are  the  effects  of  competition  on  any 
subsidies  which  may  have  been  provided  between 
interstate  services  and  intrastate  services? 

— Can  nondiscr iminatory  access  conditions  be 
assured  without  major  changes  in  telephone 
industry  structure  and  procedures? 

GAO  recommends  that  the  Congress  address 
these  questions  by  amending  the  Communications 
Act  of  1934  to  establish  the  basic  framework 
to  create  nondiscr iminatory  access  conditions. 
This  includes  expanding  the  Commission's  author¬ 
ity  to  allow  it  to  regulate  all  long-distance 
telecommunications  facilities  and  services. 

(See  p.  184.) 


On  June  30,  1981,  GAO  requested  Commission 
comments  on  this  report.  The  Commission  did 
not  provide  GAO  official  agency  comments. 

The  Commission's  Chairman  did,  however,  on 
July  20,  1981,  provide  a  brief  written  staff 
commentary  on  the  technical  issues  raised  in 
the  report.  The  Chairman  stated  that  the  com¬ 
ments  did  not  necessarily  represent  the  policy 
of  the  Commission.  GAO  reviewed  the  staff  com¬ 
mentary  and  revised  technical  material  as 
appropriate.  These  revisions,  however,  did  not 
affect  GAO's  conclusions  or  recommendations. 
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GLOSSARY 


Access  charges  Charges  to  carriers  offering  inter¬ 

exchange  services  to  cover  local 
exchange  costs  associated  with  the 
origination  and  termination  of  such 
services. 

Common  carrier  A  company,  organization,  or  individual 

providing  wire  or  electronic  communi¬ 
cations  services  for  hire. 


Continuing  surveillance  A  regulatory  process  which  relies  on 

continuing  informal  review  rather  than 
formal  rate  investigations. 


Cross  subsidy 


Docket 


Dominant 


Economies  of  scale 


The  contribution  of  profits  by  one 
telecommunications  service  priced 
above  its  cost  made  to  defer  the 
cost  of  another  telecommunications 
service  priced  below  its  cost. 

The  record  of  a  proceeding  which  is 
assigned  a  docket  number  for  admin¬ 
istrative  control  purposes. 

Used  in  relation  to  a  firm  in  an 
industry  which  controls  a  significant 
portion  of  total  industry  output. 

The  decline  in  a  firm's  unit  costs 
as  it  increases  its  scale  or  plant 
size. 


Enhanced  service  A  service  which  involves  more  than 

the  pure  transmission  of  information. 

Efficiency  The  effectiveness  with  which  resources 

are  allocated  to  meet  consumer  demands. 
Evaluating  the  efficiency  of  a  firm's 
production  process  would  involve 
considerations  of  input  factors  as 
well  as  cost,  quantity,  and  quality  of 
output. 

ENFIA  Exchange  network  facilities  for 

interstate  access.  This  term  par¬ 
ticularly  refers  to  the  charges, 
terms,  and  conditions  applicable 
to  the  origination  and  termination 
of  interstate  services  offered  by 
other  common  carriers. 


i 


Equal  life  group 


The  arrangement  of  groups  of  units 
by  length  of  life  so  that  units  with 
a  1-year  life  form  one  group,  those 
with  2-year  life  form  another,  etc. 

Execunet  A  telecommunications  service  provided 

by  MCI  Telecommunications  Corporation 
through  which  a  customer  can  dial 
a  local  MCI  Telecommunications  Cor¬ 
poration  number  and  be  connected  to 
a  telephone  in  another  city  served 
by  the  firm. 

Fully  distributed  A  method  of  allocating  total  costs 

cost  allocation  among  various  telecommunications  serv¬ 

ices  based  on  the  services'  historical 
cost  responsibility. 

Group  plan  As  applied  to  depreciation  accounting, 

a  plan  under  which  depreciation  charges 
are  accrued  upon  the  basis  of  the 
original  cost  of  all  property  included 
in  each  depreciable  plant  account, 
using  the  average  service  life  thereof 
properly  weighted,  and  upon  retire¬ 
ment  of  any  depreciable  property  its 
full  service  value  is  charged  to  the 
depreciation  reserve  whether  or  not 
the  particular  item  has  attained  the 
average  service  life. 

Industry  structure  The  organizational  aspects  of  firms 

in  a  particular  market,  including 
the  number  and  size  of  the  firms 
and  the  presence  or  absence  of  bar¬ 
riers  to  entry. 

Institutional  Advertising  which  is  designed  to 

advertising  enhance  a  firm's  image,  as  opposed 

to  advertising  designed  to  promote 
a  specific  product  or  service  or 
purely  informative  advertising. 

Intrastate  service  Service  offered  within  the  boundaries 

of  a  State,  including  both  local  and 
toll  service.  Such  service  presently 
falls  under  the  jurisdiction  of  State 
regulatory  commissions. 

Interexchange  service  Long  distance  or  toll  telecommunica¬ 
tions  service,  as  distinguished  from 
local  telephone  service.  It  includes 
both  intrastate  and  interstate  toll 
service . 


Interstate  service 


Telecommunications  services  between 
States.  Such  service  presently 
falls  under  the  Federal  Communica¬ 
tions  Commission's  jurisdiction. 

Joint  Board  A  board  composed  of  Federal  Communi¬ 

cations  Commission  and  State  commis¬ 
sion  members,  created  under  Section 
410  of  the  Communications  Act  of  1934 

The  procedures  for  dividing  the  cost 
of  common  carrier  facilities  and 
services  between  interstate  and  intra 
state  jurisdictions. 

Life  indication  The  average  life  determined  by  an 

analysis  of  a  band  of  actual  plant 
mortality  data  or  by  a  computed  mor¬ 
tality  analysis. 

Local  exchange  service  Telephone  service  for  single  line 

business  and  residence  customers 
which  provides  the  capability  for 
originating  calls  to  a  defined  local 
calling  area,  for  receiving  incoming, 
calls,  and  for  access  to  and  from 
the  toll  network. 

Marginal  cost  The  rate  at  which  total  costs  change 

as  output  is  varied.  It  may  be 
thought  of  as  the  difference  in  total 
cost  between  producing  or  not  pro¬ 
ducing  an  additional  unit  of  output. 
Marginal  cost  is  generally  synonymous 
with  incremental  cost. 

Message  toll  telephone  A  long-distance  communications 

service  service  permitting  subscribers  to 

local  exchange  service  in  separate 
areas  to  establish  two-way  tele¬ 
communications  on  a  message-by¬ 
message  basis. 

Mortality  data  A  historical  record  showing: 

— The  number  of  plant  items  or 

equivalent  units  (usually  expressed 
in  dollars)  added  each  calendar 
year. 

— The  number  of  units  retired  each 
year,  and  the  distribution  by  years 
of  placing  of  such  retirements. 


Jurisdictional 

separations 

procedures 


— The  net  increase  or  decrease 
resulting  from  purchases,  sales, 
or  adjustments,  and  the  distribu¬ 
tion  by  years  of  placing  of  such 
amounts . 

— The  number  that  remains  in  service 
at  the  end  of  each  year,  and  the 
distribution  by  years  of  placing 
of  these  survivors. 

Natural  monopoly  An  industry  in  which  economies  of 

scale  are  so  pronounced  that  com¬ 
petition  among  firms  results  in 
a  monopoly  by  the  largest  firm. 

Net  salvage  The  salvage  value  of  the  property 

retired  less  the  cost  of  removal. 

Network  A  system  where  a  number  of  terminal 

points  are  able  to  access  one  another 
through  a  series  of  communications 
lines  and  switching  arrangements. 

Price/earnings  Regulation  which  aims  at  (1) 

regulation  determining  a  firm's  total  revenue 

requirements,  (2)  determining 
revenue  contributions  by  user  group, 
and  (3)  designing  rate  structures. 

Primary  allocation  Accounts  in  which  data  on  individual 

records  service  revenue  and  usage  is  recorded. 

This  information  can  be  used  to  allo¬ 
cate  common  costs  among  various  serv¬ 
ices. 

Private  line  services  A  communications  link  between  two 

or  more  designated  points  set  aside 
for  a  particular  customer's  exclusive 
use  during  stated  time  periods. 

Public  land  mobile  Mobile  radio-telephone  services  pro¬ 
radio  service  vided  by  telephone  common  carriers  and 

radio  common  carriers.  These  services 
include  one-way  paging  and  two-way  tel¬ 
ephone  service  interconnected  with  the 
public  telephone  network. 

Rate  of  return/rate  A  method  of  regulation  allowing  a 

base  regulation  regulated  firm  to  earn  revenues 

equal  to  its  cost  of  service,  in¬ 
cluding  a  fair  return  to  stockholders 
and  bondholders.  Such  regulation 
attempts  to  prevent  firms  from  re¬ 
ceiving  monopoly  profits  but  still 
allows  them  to  attract  new  capital. 


Remaining  life  The  future  expected  service  in  years 

of  the  survivors  at  a  given  age. 

Service  life  The  period  between  the  time  of  in¬ 

stallation  of  telephone  plant  and  the 
time  of  its  retirement. 

Service  value  Original  cost  of  an  asset  less  any 

salvage  plus  the  cost  of  removal. 

Settlement  procedures  The  method  for  dividing  revenues 

from  a  long-distance  call  involving 
two  or  more  companies. 

Tariff  A  schedule  governing  any  generally 

applicable  charge,  characteristic, 
regulation,  or  practice  associated 
with  a  regulated  telecommunications 
service . 

Terminal  equipment  Any  equipment  capable  of  sending 

and/or  receiving  information  over  a 
communications  channel. 

Theoretical  depreciation  An  estimate  of  the  balance  which 

reserve  should  be  in  the  depreciation  reserve 

at  the  time  of  study  considering 
the  distribution  by  ages  of  existing 
property. 

Uniform  system  of  An  accounting  system  prescribed 

accounts  by  the  Federal  Communications  Com¬ 

mission  for  domestic  common  carriers. 

Vertical  integration  Combining  firms  at  different  stages 

of  the  production  process  into  one 
business  unit. 

Vintage  group  All  of  the  plant  group  under  study 

that  was  installed  in  the  same 
accounting  period. 

Wide  area  telephone  A  system  where  a  telephone  user  is 

service  allowed  an  unrestricted  number  of 

calls  in  specific  areas  for  one 
overall  rate. 


CHAPTER  1 


INTRODUCTION 


Technological  changes  in  the  domestic  common  carrier  tele¬ 
communications  industry  have  prompted  a  critical  reexamination 
of  the  basic  communications  policy  and  regulatory  methods  con¬ 
tained  in  the  Communications  Act  of  1934  (47  U.S.C.  151  et  seq. ) , 
the  enabling  legislation  of  the  Federal  Communications  Commission 
(FCC).  During  the  last  several  Congresses,  extensive  hearings 
have  been  held  and,  although  none  was  enacted,  legislation  was 
introduced  to  amend  the  Communications  Act.  At  present  a  bill 
(S.  898,  97th  Cong.,  1st  Sess.)  is  pending  before  the  Congress 
which  would  set  new  common  carrier  communications  policy  goals 
and  provide  FCC  different  regulatory  tools. 

These  same  technological  changes  have  spurred  the  growth  of 
the  domestic  common  carrier  industry.  In  1979,  the  over  1,500 
carriers  in  the  domestic  common  carrier  industry  generated  over 
$53  billion  in  service  revenues,  employed  over  one  million  per¬ 
sons,  and  had  a  gross  investment  in  plant  and  equipment  of 
about  $155  billion. 

This  report  contains  conclusions  and  recommendations  which 
provide  a  framework  from  which  the  Commission  can  improve  its 
regulatory  program  and  the  Congress,  through  legislative  change, 
can  clarify  the  methods  for  regulating  domestic  telecommunica¬ 
tions  common  carriers. 

ACHIEVING  THE  NATION'S 

Telecommunications 
POLICY  GOALS 


Title  I  of  the  Communications  Act  contains  this  Nation's 
policy  for  common  carrier  telecommunications.  The  act  created 
FCC 


"*  *  *  for  the  purpose  of  regulating  interstate  and 
foreign  commerce  in  communication  by  wire  and  radio 
so  as  to  make  available,  so  far  as  possible,  to  all 
the  people  of  the  United  States  a  rapid,  efficient. 
Nation-wide,  and  world-wide  wire  and  radio  communica¬ 
tion  service  with  adequate  facilities  at  reasonable 
charges  *  *  *." 

While  general  in  nature  this  policy  statement  encompasses  several 
goals — rapidity,  efficiency,  universality  of  service,  adequate 
facilities,  and  reasonable  charges. 

To  satisfy  these  policy  goals  and  the  goals  of  earlier 
State  regulation  a  regulated  monopolized  industry  structure 
developed,  reflecting  the  traditional  belief  that  the  domestic 
common  carrier  telecommunications  industry  was  a  "natural 
monopoly." 
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A  natural  monopoly  exists  when  the  production  of  a  good  or 
service  is  characterized  by  economies  of  scale;  that  is,  per 
unit  production  costs  decrease  as  the  firm  becomes  larger. 
Consequently,  an  industry's  largest  firm  has  the  lowest  cost 
per  unit  of  output  and  is  the  most  efficient.  This  firm  is  able 
to  underprice  its  competitors  and  drive  them  out  of  business; 
a  monopoly  by  the  largest  firm  is  the  "natural"  result.  A  key 
attribute  of  a  natural  monopoly  is  that  a  single  firm  can  supply 
the  entire  market  for  a  good  or  service  more  cheaply  than  any 
combination  of  smaller  firms. 

To  secure  the  benefits  from  the  natural  monopolist's  low- 
cost  production  for  society,  while  preventing  the  monopolist 
from  exploiting  its  monopoly  position,  regulation  is  imposed. 
Unregulated  monopolists,  for  example,  may  produce  too  little, 
charge  prices  that  are  too  high  when  compared  to  a  competitive 
situation,  engage  in  discriminatory  pricing,  and  reap  monopoly 
profits.  Regulation,  thus,  attempts  in  such  circumstances  to 
establish  a  means  for  assuring  good  performance.  To  accomplish 
this,  the  regulatory  agency  may  take  actions  such  as  limiting 
the  number  of  firms  which  may  provide  service  in  a  particular 
market  and  placing  restrictions  on  firms'  freedom  to  compete. 

In  addition,  the  agency,  rather  than  the  marketplace,  becomes 
responsible  for  determining  price,  quality,  and  conditions  of 
service . 

Title  II  of  the  Communications  Act  sets  out  FCC's  regulatory 
structure  for  dealing  with  a  monopolistic  industry  structure. 

The  act  requires  every  common  carrier  to  furnish  services  upon 
reasonable  request  and  at  reasonable  charges.  Consequently,  com¬ 
mon  carriers  must  file  interstate  tariff  schedules  with  FCC,  and 
the  rates  and  requirements  in  those  schedules  are  subject  to  FCC 
review  and  regulation.  No  carrier  may  construct  or  acquire  ad¬ 
ditional  interstate  telecommunications  transmission  facilities 
or  curtail  or  discontinue  service  over  these  facilities  without 
FCC  approval.  Carrier  accounting  and  depreciation  practices  are 
also  subject  to  Commission  regulation.  Appendix  I  highlights  the 
key  sections  of  titles  I  and  II  of  the  Communications  Act  per¬ 
taining  to  domestic  common  carriers. 

The  natural  monopoly  characteristics  of  an  industry,  includ¬ 
ing  telecommunications,  however,  are  not  fixed  over  time.  The 
particular  economies  of  scale  which  determine  whether  one  or  many 
firms  can  serve  the  market  at  the  lowest  cost  depends  on  the 
technology  available  at  a  specific  time.  A  natural  monopoly, 
therefore,  is  the  best  structure  for  an  industry  only  as  long 
as  the  technology  which  gave  rise  to  the  monopoly  dominates.  For 
example,  technological  changes  may  allow  lowest  cost  production 
to  occur  at  relatively  small  output  levels,  thus  changing  the 
optimum  industry  structure  from  a  natural  monopoly  to  a  competi¬ 
tive  system.  Conversely,  technology  may  change  in  the  other 
direction,  allowing  lowest  cost  production  to  occur  only  in  a 
monopoly.  In  either  case,  preserving  an  industry  structure  no 
longer  warranted  by  the  available  technology  can  impose  various 
costs  on  society,  such  as  potentially  higher  prices. 


The  ability  to  satisfy  the  entire  market  is  also  not  fixed 
over  time.  For  example,  increased  demand  for  a  good  or  service 
can  enlarge  the  market  beyond  the  monopolist's  economies  of  scale. 
Consequently,  the  enlarged  market  can  be  served  by  more  than  one 
firm. 

Rapid  technological  change  has  broken  down  the  natural 
monopoly  characteristics  of  the  telecommunications  industry  and 
paved  the  way  for  a  more  competitive  industry  structure.  One  con¬ 
tributor  to  this  change  has  been  the  development  of  alternative 
transmission  technologies — point-to-point  microwave,  satellites, 
and  coaxial  cable — to  the  traditional  technology  of  paired  wires. 

The  size  of  the  market  for  telecommunications  has  also 
grown — reflecting  the  convergence  of  data  processing  and 
telecommunications — further  dismantling  the  natural  monopoly 
characteristics  of  the  industry.  For  example,  traditionally 
telecommunications  terminal  equipment  consisted  of  essentially 
one  product — the  black  dial  telephone.  As  the  use  of  computers 
has  increased,  however,  the  need  arose  to  establish  communications 
systems  which  would  facilitate  activities  between  computers.  Such 
systems  require  a  variety  of  terminal  equipment,  much  of  which  has 
been  made  available  through  advances  in  computer  and  electronics 
technology.  This  has  also  changed  the  kinds  of  services  provided, 
moving  beyond  simple  voice  communications.  For  example,  digital 
networks  have  been  established  to  meet  computers'  specialized  data 
transmission  needs.  Services  have  developed  to  allow  disparate 
computers  to  communicate. 

Reacting  to  this  technological  change,  FCC,  supported  by  the 
courts,  over  the  last  20  years  has  issued  a  series  of  decisions 
which  have  allowed  competition  into  the  manufacture  of  telecom¬ 
munications  terminal  equipment  and  into  the  interstate  provision 
of  telecommunications  services. 

The  primary  rationale  FCC  offered  in  its  decisions  to  allow 
competition  in  the  terminal  equipment  sector  was  the  consumer's 
right  to  interconnect  with  the  telecommunications  system  equipment 
of  his  or  her  own  choosing  so  long  as  the  equipment  was  not  harm¬ 
ful  to  the  network.  Natural  monopoly  issues  in  terminal  equipment 
were  not  raised  since  FCC  recognized  that  this  sector's  economies 
of  scale  are  not  significant. 

FCC  offered  several  rationales  in  its  series  of  decisions 
introducing  competition  in  interstate  services.  Firsc,  it  rea¬ 
soned  that  the  public  would  benefit  from  the  dynamic  nature  of 
increased  competition.  These  benefits  would  include  increased 
technical  innovation,  the  introduction  of  new  techniques  and 
services,  potentially  lower  costs,  and  increased  responsiveness 
on  the  part  of  existing  carriers. 

In  addition,  the  Commission  reasoned  that  the  new  common 
carriers  that  were  providing  these  services  were  not  entering  a 
fixed  homogeneous  market.  As  a  result,  these  carriers  could  be 


expected  to  satisfy  demands  which  were  not  being  met  by  existing 
carriers  and,  therefore,  expand  the  size  of  the  aggregate  market. 
Finally,  FCC  felt  that  competition  in  interstate  services  was  in 
the  public  interest  and  would  further  the  policy  goals  of  the 
Communications  Act.  Appendix  IV  contains  a  chronology  of  key 
FCC  decisions  allowing  competition. 

This  series  of  decisions  and  the  resulting  court  cases  have 
altered  the  structure  of  the  telecommunications  industry.  While 
the  established  firms  still  exist  and  continue  to  dominate  the 
industry,  they  are  competing  with  new,  small  carriers  in  many 
markets.  In  other  markets,  however,  the  established  dominant 
firms  still  operate  as  de  facto  monopolists.  This  has  created  a 
need  for  FCC  to  expand  Its  regulatory  approach  beyond  its  trad¬ 
itional  concern  of  potential  abuse  by  carriers  of  their  monopoly 
power  to  include  ensuring  fair  competition  between  the  established 
carriers  offering  monopoly  and  competitive  services  and  new  car¬ 
riers  offering  only  competitive  services.  In  particular,  a  mon¬ 
opolist,  even  a  regulated  one,  will  have  a  strong  incentive  to 
practice  "monopolistic  cross-subsidy"  whereby  its  protected  monop¬ 
oly  services  are  charged  rates  much  higher  than  costs,  yielding 
high  rates  of  return  while  existing  or  potentially  competitive 
services  are  charged  rates  much  lower  than  costs,  yielding  low  or 
negative  rates  of  return.  FCC  has  tried  to  ensure  in  its  regula¬ 
tion  that  the  monopoly  services,  therefore,  do  not  cross  subsidize 
the  competitive  offerings  or  that  monopoly  services'  consumers  do 
not  bear  a  portion  of  the  cost  of  the  competitive  offerings. 

ORGANIZATION  OF  FCC 
COMMON  CARRIER  ACTIVITIES 

FCC  is  an  independent  Federal  agency  headed  by  seven  Commis¬ 
sioners,  one  of  whom  serves  as  Chairman.  Commissioners  are  ap¬ 
pointed  by  the  President  and  approved  by  the  Senate  for  terms  not 
to  exceed  7  years.  The  Commissioners  supervise  all  FCC  activi¬ 
ties,  delegating  responsibilities  to  staff  units,  bureaus,  and 
committees  of  Commissioners. 

In  fiscal  year  1981  FCC  budgeted  about  $14  million  and  322 
positions  for  its  common  carrier  activities.  Most  FCC  work  in 
this  area  is  carried  out  by  its  Common  Carrier  Bureau  whose 
functions  include 

— developing,  recommending,  and  administering  common  carrier 
policies; 

— conducting  adjudicatory  and  rulemaking  proceedings,  in¬ 
cluding  rate  and  service  investigations; 

— determining  the  lawfulness  of  carrier  tariffs; 

— acting  on  applications  for  service,  facility  and  radio 
authorizations; 

— reviewing  carrier  performance; 


— conducting  economic  research  and  analysis; 


— administering  Commission  accounting  and  reporting 
requirements; 

— conducting  compliance  and  enforcement  activities;  and 

— recommending  for  FCC  prescription  annual  depreciation 
rates  for  classes  of  communications  plant. 

OBJECTIVES,  SCOPE,  AND  METHODOLOGY 

The  purpose  of  this  review  was  to  evaluate  FCC's  program  for 
regulating  domestic  telecommunications  common  carriers.  Our 
review  drew  on  an  earlier  report  1/  which  set  out  the  three  major 
issues  facing  the  Congress  in  the  domestic  common  carrier  area. 

— What  domestic  common  carrier  telecommunications  policy 
goals  should  the  United  States  pursue? 

— What  industry  structure  should  provide  common  carrier 
services? 

— Can  the  present  methods  for  regulating  the  common  carrier 
industry  be  improved? 

In  particular,  we  examined  FCC’s  activities  in  regulating 
the  common  carrier  industry  with  special  attention  given  to 
FCC's  regulation  of  the  American  Telephone  and  Telegraph  Company 
(AT&T).  We  did  this  for  two  reasons.  First,  from  our  analysis, 
as  will  be  discussed  in  greater  detail  in  chapter  2,  AT&T  is  a 
dominant  carrier  in  the  industry.  As  a  result,  it  possesses  mar¬ 
ket  power  which  might  be  abused  and  it  could  take  advantage  of 
an  incentive  to  thwart  competition  by  engaging  in  anticompetitive 
practices  such  as  cross-subsidy.  Second,  reflecting  this  poten¬ 
tial,  FCC  over  the  last  20  years  has  focused  the  majority  of  its 
regulatory  activities  for  preventing  monopoly  abuses  and  anticom¬ 
petitive  practices  on  AT&T.  Consequently,  FCC's  actions  vis-a-vis 
AT&T  served  as  the  primary,  if  not  the  sole,  example  of  its  ex¬ 
ecution  of  its  regulatory  responsibilities  and  thus  a  major  focus 
of  our  review.  2/ 


l/"Developing  a  Domestic  Common  Carrier  Telecommunications  Policy: 
What  Are  The  Issues?"  (CED-79-18,  Jan.  24,  1979). 

2/While  FCC  also  regulates  international  common  carriers,  our 
review  did  not  focus  on  this  aspect  of  their  program  because  we 
had  covered  this  subject  in  two  earlier  reviews.  See  "Respon¬ 
sibilities,  Actions,  and  Coordination  of  Federal  Agencies  in 
International  Telecommunications  Services"  (CED-77-132,  Sept.  29, 
1977),  and  "Greater  Coordination  and  a  More  Effective  Policy 
Needed  for  International  Telecommunications  Facilities"  (CED-78- 
87,  Mar.  31,  1978). 


5 


In  reviewing  the  Commission's  regulatory  program,  we  had  two 
objectives.  Our  first  objective  was  to  assess  the  methods  FCC 
uses  in  implementing  for  monopoly  common  carriers  a  system  of 
price/earnings  regulation  which  involves  rate  of  return/rate  base 
regulation.  We  examined  FCC's  activities  regarding  (1)  setting 
an  allowed  rate  of  return,  (2)  assessing  the  reasonableness  of 
operating  expenses,  (3)  approving  additions  to  the  rate  base,  (4) 
approving  accounting  and  depreciation  practices,  and  (5)  judging 
the  reasonableness  of  individual  tariffs  (chs.  3,  4,  ~.d  7).  Our 
second  objective  was  to  review  the  regulatory  problems  associated 
with  introducing  competition  into  domestic  telecommunications.  We 
examined  the  actions  FCC  has  taken  to  prevent  anticompetitive  be¬ 
havior  against  new  entrants  by  dominant  common  carriers.  These 
actions  include  (1)  creating  cost  standards  to  judge  the  reason¬ 
ableness  of  rates  and  to  prevent  cross-subsidy  (ch.  4),  (2)  re¬ 
vising  the  Uniform  System  of  Accounts  (ch.  5),  (3)  using  separate 
subsidiaries  as  an  additional  safeguard  against  cross-subsidy  or 
other  anticompetitive  actions  (ch.  6),  and  (4)  developing  access 
charges  to  ensure  nondiscr iminatory  interconnection  (ch.  8). 

To  accomplish  our  objectives,  we  initially  reviewed  the 
economic  literature  to  identify  the  components  of  a  traditional 
regulatory  program  and  any  relevant  alternatives.  We  also  sought 
in  the  literature  review,  information  on  potential  areas  of  anti¬ 
competitive  behavior  by  dominant  common  carriers  and  the  efficacy 
of  methods  to  mitigate  such  behavior.  This  was  done  to  provide  a 
benchmark  against  which  we  could  compare  FCC's  program. 

To  provide  an  additional  benchmark,  we  visited  three  repre¬ 
sentative  State  regulatory  commissions  (New  York,  Michigan,  and 
Wisconsin)  suggested  to  us  by  FCC  and  the  National  Association  of 
Regulatory  utility  Commissioners.  We  obtained  a  perspective  of 
how  their  regulatory  programs  worked.  We  also  contacted  two  other 
Federal  regulatory  agencies  to  discuss  the  aspects  of  their  pro¬ 
grams  which  were  relevant  to  FCC's  activities. 

We  next  reviewed  FCC  decisions  over  the  last  20  years  in 
regulating  domestic  common  carriers  and  preventing  anticompeti¬ 
tive  behavior.  As  part  of  this  work,  we  interviewed  present 
and  former  FCC  officials  and  reviewed  FCC  documents  and  written 
comments  filed  on  FCC  actions  by  members  of  the  public  and 
representatives  of  the  industry.  We  also  reviewed  legislative 
proposals  and  associated  hearing  records  as  well  as  court 
decisions. 

As  part  of  our  assessment,  we  contacted  officials  in  the 
domestic  common  carrier  industry,  representatives  of  industry 
associations,  and  other  Federal  agencies,  most  notably  the 
National  Telecommunications  and  Information  Administration  and 
the  Department  of  Justice.  All  of  the  groups  we  contacted  are 
listed  in  appendix  II.  in  addition,  we  hired  three  consultants 
knowledgeable  in  the  field  of  common  carrier  regulation.  These 
consultants  provided  advice  and  expert  opinion  on  the  report. 

(See  app.  III.) 
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Our  review  was  conducted  at  FCC  headquarters,  Washington, 

D.C.,  and  its  Common  Carrier  Bureau  field  office  in  New  York 
City  from  June  1979  through  July  1981.  During  this  time,  we 
worked  with  two  other  legislative  agencies.  We  provided  back¬ 
ground  information  to  the  Congressional  Budget  Office  to  assist 
it  in  assessing  the  budgetary  impact  of  H.R.  6121,  "The  Telecom¬ 
munications  Act  of  1980,"  which  was  being  considered  by  the  96th 
Congress.  We  also  have  maintained  an  ongoing  working  relation¬ 
ship  with  the  office  of  Technology  Assessment  as  part  of  its 
study  of  Telecommunication  Technology  and  Public  Policy.  This 
contact  included  reviewing  draft  material  it  developed  relative 
to  its  study. 

In  August  1980,  while  we  were  conducting  our  review,  Peter  W. 
Rodino,  Jr.,  Chairman,  House  Committee  on  the  Judiciary,  requested 
our  comments  on  certain  portions  of  H.R.  6121  dealing  with  separate 
subsidiaries.  Based  on  the  work  we  had  done  as  of  that  date,  we 
provided  our  comments  in  a  letter  dated  September  5,  1980, 

( B-2001 46 ,  CED  0-371). 

Our  analysis  and  evaluation  of  FCC ' s  Computer  II  decision 
(77  FCC  2d  384  (1980))  in  chapter  6  deals  only  with  the  adequacy 
of  the  structural  separation  and  procompetitive  safeguards  which 
the  agency  has  required  as  a  condition  for  the  participation  of 
the  dominant  carrier  in  "deregulated"  offerings  of  enhanced  serv¬ 
ices  and  terminal  equipment.  We  did  not  consider  the  more  funda¬ 
mental,  threshold  question  of  AT&T's  ability  to  engage  in  these 
activities  at  all  under  the  terms  of  a  1956  Consent  Decree  entered 
into  by  it  and  by  the  Department  of  Justice  in  settling  an  anti¬ 
trust  action  brought  by  the  Government  in  1949.  The  construction 
or  interpretation  of  the  Consent  Decree  and  what  the  decree  per¬ 
mits  AT&T  to  do  is  a  matter  of  dispute  between  FCC  and  Justice. 

On  March  4,  1981,  AT&T  petitioned  the  U.S.  district  court 
with  jurisdiction  over  the  1956  Consent  Decree  to  clarify  the  de¬ 
cree  to  allow  it  to  participate  in  deregulated,  competitive  serv¬ 
ice  and  equipment  offerings  in  the  manner  provided  for  in  FCC's 
Computer  II  decision.  1/  As  of  July  1,  1981,  the  court  had  not 
ruled  on  the  petition. 

Further,  Justice  is  presently  engaged  in  an  antitrust  action 
against  AT&T  which  alleges  attempts  by  the  firm  to  monopolize  the 
domestic  telecommunications  industry  and  which  seeks  the  divesti¬ 
ture  of  various  operations  and  associated  assets  of  the  firm.  2/ 


1/Onited  States  v.  Western  Electric  Company,  Inc.  Civ.  No. 
17-49 ,  (Dist.  Ct.  for  the  Dist.  of  New  Jersey). 

2/United  States  v.  American  Telephone  and  Telegraph  Company, 
No.  74-16^8  ("Dist.  Ct.  £or  the  Dist.  of  Col.). 
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Because  this  matter  is  still  in  litigation,  we  have  not  addressed 
this  area  and  have  refrained  from  commenting  on  the  issues  in¬ 
volved  . 


CHAPTER  2 


THE  DEVELOPMENT  OF  COMPETITION  IN  DOMESTIC 
COMMON  CARRIER  TELECOMMUNICATIONS 

Domestic  common  carrier  telecommunications  is  in  the  midst 
of  an  evolution — from  a  highly  monopolized  structure  to  a  com¬ 
petitive  structure.  Technology  has  been  the  driving  force  behind 
this  change,  reducing  the  barriers  to  entry  into  the  industry 
and  creating  market  opportunities  for  a  variety  of  firms.  FCC 
and  the  courts  have  reacted  to  the  impact  ofc  technological  change 
by  removing  regulatory  restrictions  on  entry  and,  as  a  result, 
numerous  firms  have  sought  to  enter  the  industry.  Despite  these 
changes  the  structure  of  the  industry  remains  highly  concentrated 
and  dominated  by  one  firm. 

Having  established  a  policy  in  favor  of  competition,  FCC 
must  be  in  a  position  to  monitor  competitive  development  so 
that  regulation  may  be  relaxed  in  markets  where  workable  competi¬ 
tion  has  been  established  and  maintained  in  markets  where  monopoly 
conditions  still  exist.  FCC  currently  has  no  ongoing  analysis  of 
the  state  of  competition.  We  believe  FCC  needs  to  establish  such 
an  industry  analysis  function,  and  use  information  this  function 
develops  in  its  regulatory  decisionmaking. 

If  the  Congress  wishes  to  endorse  the  trend  toward  competi¬ 
tion  it  needs  to  amend  title  I  of  the  Communications  Act  to  direct 
FCC  to  rely  on  competition  to  the  maximum  extent  possible  to 
achieve  the  overall  goals  of  the  act.  To  assist  in  deregulating 
nondominant  carriers,  the  Congress  needs  to  give  FCC  authority 
to  relax  title  II  regulation  of  carriers  when  it  finds  it  in  the 
public  interest. 

THE  DOMESTIC  COMMON  CARRIER 
TELECOMMUNICATIONS  INDUSTRY— 

WHO  ARE  THE  PLAYERS? 

The  largest,  and  most  prominent,  firm  in  the  common  carrier 
industry  is  AT&T  or  the  Bell  System.  AT&T  is  defined  as  the 
parent  company,  which  includes  AT&T  Long  Lines  Department  (pro¬ 
vider  of  interstate  long-distance  services);  its  principal  domes¬ 
tic  telephone  operating  companies;  the  Western  Electric  Company 
(the  system's  manufacturing  arm);  and  Bell  Telephone  Laboratories 
(the  system's  research  and  development  arm).  AT&T  is  both  a  hold¬ 
ing  and  an  operating  company.  It  owns  100  percent  of  Western 
Electric's  stock  and  50  percent  of  Bell  Laboratories'  stock 
(Western  Electric  owns  the  other  50  percent).  In  addition,  AT&T 
owns  controlling  interest  in  23  of  its  25  operating  companies 
and  minority  interest  in  2  others. 

AT&T  is  the  largest  nonfinancial  corporation  in  the  world. 
AT&T's  operating  revenues  in  1979  were  over  $46  billion  and  its 
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gross  plant  totaled  almost  $124  billion.  1/  AT&T  provides  85 
percent  of  the  Nation's  local  exchange  service.  2/  It  also  pro¬ 
vides  81  percent  of  the  long-distance  interexchange  service — 
Message  Toll  Telephone  Service  (MTS)  and  Wide  Area  Telephone 
Service  (WATS).  3/ 

In  addition,  AT&T  is  engaged  in  virtually  all  other  aspects 
of  the  common  carrier  telecommunications  industry.  For  example, 
it  is  the  major  private  line  voice  and  data  services  supplier  4/ 
and  provides  the  bulk  of  the  facilities  used  in  transmitting 
radio  and  television  programs. 

The  so-called  independent  telephone  companies  provide  most 
of  the  remainder  of  the  Nation's  telephone  service.  There  are 
about  1,500  small  telephone  companies  many  of  which  are  cooperative 
and  municipal  systems.  The  exception  to  this  are  the  few  medium¬ 
sized  systems  which  are  the  subsidiaries  of  five  independent 
holding  companies.  Table  I  compares  these  firms  to  AT&T  on  the 
basis  of  revenues  and  telephones  served.  General  Telephone  and 
Electronics  Corporation  (GTE)  is  by  far  the  largest  of  the  major 
independents.  Like  AT&T  it  operates  local  exchanges,  provides  a 
variety  of  interstate  services,  and  manufactures  communications 
equipment.  Overall,  the  independent  telephone  companies  pro¬ 
vide  about  19  percent  of  domestic  telephone  service,  while 
serving  about  one-half  the  U.S.  land  area. 


1/1979  data  is  used  in  this  section  for  the  purpose  of  consis¬ 
tency  since  more  recent  data  was  not  available  in  all  cases. 

2/Local  exchange  service  provides  users  with  the  ability  to 

originate  and  receive  calls  within  a  defined  local  calling  area, 
and  to  access  the  long-distance  interexchange  services  network. 

.3 /MTS /WATS  is  long-distance  telephone  service.  It  is  provided  on 
a  switched  basis  which  means  a  user  can  reach  potentially  any 
telephone  subscriber  in  the  United  States.  MTS/WATS  is  used  by 
both  residential  and  business  customers,  and  it  is  the  largest 
form  of  interexchange  telecommunications  service. 

4/Private  line  telecommunications  services  are  provided  between 
or  among  two  or  more  points  over  facilities  dedicated  to  a  par¬ 
ticular  customer's  use.  Various  types  of  services  are  avail¬ 
able  on  a  private  line  basis,  including  voice,  data,  facsimile 
and  audio/video  programing  transmission.  The  demand  for  pri¬ 
vate  line  services  consists  entirely  of  business  traffic. 
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Table  I 


A  Comparison  of  AT&T  and  the  Independent 
Telephone  Companies 
(1979) 


Company 

Operating 

revenues 

Percent 

share 

Telephones 

served 

Percen 

share 

American  Telephone 
and  Telegraph  Co. 

(000) 

$46,430,667 

83.6 

141,936,300 

81.0 

General  Telephone 
and  Electronics 
Corp. 

4,380,965 

7.9 

15,138,800 

8.6 

United  Telecommuni¬ 
cations,  Inc. 

1,281,627 

2.3 

4,501,900 

2.6 

Continental 

Telephone  Corp. 

901,011 

1.6 

3,023,600 

1.7 

Central  Telephone 
and  Utilities 

Corp. 

526,192 

1.0 

1,888,600 

1.1 

Mid-Continent 
Telephone  Corp. 

218,566 

0.4 

1,062,200 

0.6 

Other  independent 
telephone 
companies 

1,788,639 

3.2 

7,610,600 

4.4 

Total 

$55,527,667 

100 

175,162,000 

100 

Source:  U.S.  Independent  Telephone  Association. 


The  primary  established  carrier  providing  domestic  telegraph 
communications  services  is  the  Western  Union  Telegraph  Company. 
Western  Union,  until  January  1979,  provided  public  message  tele¬ 
gram  service  as  a  de  jure  monopoly;  however ,  FCC  has  relaxed  the 
legal  barrier  to  entry  into  this  service.  In  addition.  Western 
Union  has  virtually  no  domestic  competition  in  the  area  of 
switched  public  record  telex/TWX  services.  1/  Western  Union 


1/Telex/TWX  is  a  service  where  written  messages  are  originated  and 
terminated  directly  at  a  customer's  premises  in  teletypewriter 
machines  provided  as  part  of  the  service. 


also  provides  some  private  line  and  other  services  which  compete 
with  similar  services  by  other  carriers.  Western  Union's  oper¬ 
ating  revenues  in  1979  were  $636  million,  and  its  gross  plant 
totaled  $2  billion. 

The  most  recent  additions  to  the  common  carrier  industry  are 
the  so-called  other  common  carriers  (OCCs).  These  carriers  have 
developed  primarily  in  response  to  FCC  and  court  decisions  allow¬ 
ing  entry  into  the  common  carrier  industry  discussed  in  Chapter 
1.  The  OCCs  are  usually  grouped  into  four  categories — Specialized 
Common  Carriers,  Domestic  Satellite  Carriers,  Resale  (including 
value  added)  Carriers,  and  Miscellaneous  Common  Carriers. 

Specialized  Common  Carriers  provide  terrestrial  point-to- 
point  private  line  voice  and  data  communications  primarily  via 
their  own  intercity  microwave  transmission  facilities.  The  con¬ 
nection  between  the  user's  premises  and  the  carrier’s  network  is 
usually  leased  from  the  local  telephone  company.  Most  of  these 
carriers  have  also  recently  expanded  their  offerings  to  include 
public  switched  services — in  particular  MTS/WATS  equivalents. 

There  are  six  specialized  carriers,  and  their  operating  revenues 
for  1979  totaled  about  $247  million.  MCI  Telecommunications 
Corporation  and  Southern  Pacific  Communications  Co.  are  among  the 
largest  specialized  carriers. 

The  Domestic  Satellite  Carriers  offer  essentially  the  same 
services  as  the  specialized  carriers  but  they  use  satellites  in¬ 
stead  of  microwave  for  transmission.  Because  of  the  costliness 
of  developing  and  launching  satellites,  initial  costs  are  higher 
than  those  for  a  microwave  system;  however,  satellite  transmis¬ 
sion  costs  are  insensitive  to  distance,  generally  giving  satel¬ 
lite  carriers  a  cost  advantage  over  long  distances.  There  are 
three  satellite  carriers  operating — RCA  American  Communications 
Inc.,  Western  Union  and  American  Satellite  Corporation. 

The  Resale  Carriers  lease  circuits  from  other  carriers, 
primarily  AT&T,  and  use  these  circuits  to  provide  service  to  the 
final  user.  Those  resale  carriers  which  add  specialized  services 
to  existing  services  are  more  specifically  referred  to  as  value- 
added  carriers.  Services  which  they  offer  might  include  special¬ 
ized  data  processing  capabilities  which  permit  different  computer 
terminals  to  communicate  with  one  another.  The  major  value  added 
carriers  are  GTE-Telenet;  Tymnet,  Inc.;  and  Graphnet  Systems  Inc. 
Included  among  the  pure  Resale  Carriers  are  those  entities  that 
lease  satellite  transmission  capacity  from  the  underlying  satel¬ 
lite  carriers  and  resell  the  transmission  of  television  signals 
to  cable  television  networks.  Because  they  do  not  construct 
facilities  networks,  investment  costs  and  construction  delays  for 
Resale  Carriers  are  less  than  for  the  Specialized  or  Domestic 
Satellite  Carriers  thus  tending  to  lower  the  barriers  to  entry  in 
this  industry  group. 

The  48  Miscellaneous  Common  Carriers,  like  the  Specialized 
Common  Carriers,  own  their  own  microwave  relay  facilities.  Their 


main  service  is  one-way  transmission  of  television  signals  to 
cable  television  systems,  although  they  also  provide  some  service 
to  television  broadcast  stations  and  a  very  limited  amount  of 
other  point-to-point  services,  including  data,  facsimile  and 
voice  transmission. 

Complimenting  the  firms  providing  service  are  those  which 
manufacture  telecommunications  equipment.  Such  equipment  is  used 
for  transmitting,  switching  and  terminating  voice  and  data  com¬ 
munications  and  is  manufactured  by  a  wide  variety  of  firms.  This 
portion  of  the  industry  will  be  discussed  more  fully  in  a  subse¬ 
quent  section. 

COMPETITIVE  STATUS  OF  THE 
TELECOMMUNICATIONS  INDUSTRY 

Technological  change  has  paved  the  way  for  the  introduction 
of  competition  into  the  telecommunications  industry,  breaking 
down  the  former  barrier  of  natural  monopoly.  FCC  and  the  courts 
have  responded  to  this  change  by  relaxing  the  legal  barriers  to 
entry  and,  as  a  result,  new  firms  have  entered  the  industry.  The 
telecommunications  industry,  however,  remains  highly  monopolized. 

To  provide  a  perspective  on  the  competitive  status  of  the 
common  carrier  telecommunications  industry,  we  collected  revenue 
data  for  carriers  operating  in  common  carrier  telecommunications 
markets  and  submarkets.  1/  We  then  used  this  data  as  a  method 
for  determining  which  firms  appear  to  possess  market  power  and, 
thus,  may  be  considered  dominant. 

In  defining  telecommunications  markets,  we  used  a  traditional 
approach  which  attempts  to  define  market  boundaries  based  on  the 
interchangeability  of  products  and  services  offered  within  them. 
Such  an  approach  is  recognized  both  in  law  and  scholarly  litera¬ 
ture.  We  limited  our  analysis  to  domestic  common  carrier  tele¬ 
communications  services  and  equipment  (excluding  mobile  services) , 
in  keeping  with  the  scope  of  our  review.  We  did  not  include  some 
services  and  equipment  which  others  might  include  in  a  discussion 
of  the  relevant  submarkets  for  the  telecommunications  industry — 
such  as  postal  services  and  computers.  The  telecommunications 
services  we  included  involve  transmitting  information  electronic¬ 
ally,  over  distance,  from  an  identified  sender  to  an  identified 
recipient.  This  is  in  contrast  to  transmission  of  information 
over  distance  on  a  mass  media  basis  such  as  that  provided  by  tele¬ 
vision.  The  telecommunications  equipment  market  involves  elec¬ 
tronic  and  electromechnical  devices  used  to  originate,  transmit, 
switch,  and  terminate  messages. 


1/As  discussed  on  page  24,  FCC  has  not  performed  such  an  analysis 
“  of  the  domestic  common  carrier  industry. 
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Out  analysis  also  considers  markets  on  a  national  basis. 

We  recognize  that  there  may  be  other  methods  for  assessing  market 
structure,  for  example,  on  a  regional  basis.  We  chose,  however, 
to  conduct  our  assessment  on  a  national  basis  since  the  neces¬ 
sary  data  was  available  from  FCC  or  others  we  contacted.  We  also 
chose  to  measure  a  firm's  market  share  by  computing  the  ratio  of 
its  revenues  (expressed  as  a  percentage)  to  those  of  all  firms  in 
the  particular  market  or  submarket.  Such  a  method  is  often  used 
in  assessing  market  structures.  For  example,  FCC  used  such  an 
approach  in  its  1976  evaluation  of  the  economic  effects  of  com¬ 
petition  in  the  telecommunications  industry  (Docket  20003). 

Data  we  used  in  carrying  out  this  analysis  was  obtained  from 
a  variety  of  sources.  Much  of  the  data  was  taken  from  FCC's  an¬ 
nual  publication  "Statistics  of  Communications  Common  Carriers" 
and  from  material  presented  by  FCC  in  docketed  proceedings.  Other 
data  was  obtained  from  common  carrier  industry  sources.  Finally, 
certain  1970  and  1975  data  relating  to  the  independent  telephone 
industry  was  obtained  from  the  U.S.  Department  of  Justice.  1/ 

The  telecommunications 
services  market  structure 


Table  II  shows  the  market  share  as  measured  by  total 
revenues  for  the  entire  telecommunications  services  market.  This 
market  includes  all  of  the  carriers  discussed  on  pages  9  through 
13  and  is  measured  on  a  nationwide  basis.  While  its  market  share 
has  declined  slightly,  AT&T  still  accounts  for  82  percent  of  the 
market.  AT&T's  decline  in  market  share  is  a  product  of  the  growth 
of  the  independent  telephone  companies  which  tend  to  be  situated 
in  the  more  rapidly  growing  areas  of  the  country.  Despite  the  re¬ 
laxation  of  the  legal  barriers  to  entry  and  their  rapid  growth,  the 
other  common  carriers'  overall  market  share  has  remained  largely 
unchanged. 


1/Data  obtained  from  the  Department  of  Justice  was  collected 
in  connection  with  its  antitrust  proceeding  against  AT&T. 
The  accuracy  of  the  data  we  used  was,  however,  agreed  to  by 
both  AT&T  and  Justice. 
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TABLE  H 

TELECOMMUNICATIONS  SERVICES  MARKET  SHARES 
AS  MEASURED  BY  REVENUES 


TOTAL  REVENUES  -  TOTAL  REVENUES  -  TOTAL  REVENUES  - 

$19.4  BILLION  $33.7  BILLION  SS3.4  BILLION 

1970  1975  1979 


□  AT&T 

V/A  INDEPENDENT  TELEPHONE  COMPANIES 
HbH  OTHER  COMMON  CARRIERS  II 

j/lndudm  Western  Union.  Specialized  Common  Carriers.  Domestic  Satellite  Carriers, Resale  Carriers,  and  Miscellaneous  Common 
Carriers. 

Source:  FCC.  U.S.  Independent  Telephone  Association,  Department  of  Justice,  and  Southern  Pacific  Communications  Co. 


Table  III  breaks  down  the  total  services  market  into  a  local 
services  submarket  and  an  interexchange  services  submarket,  in 
both  of  these  submarkets ,  AT&T  has  maintained  a  market  share  in 
excess  of  80  percent,  although  its  share  of  the  inter exchange 
services  submarket  has  declined  somewhat.  The  other  common  ear¬ 
ners  do  not  operate  in  the  local  services  submarket  which  is  com¬ 
prised  of  primarily  telephone  services  and  which  has  historically 
been  served  on  a  monopoly  basis  by  AT&T  and  the  independents. 

Their  share  of  the  interexchange  submarket  has  remained  larqelv 
unchanged.  J 
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TABLE  III 


LOCAL  SERVICES  AND  INTEREXCHANGE  SERVICES  SUBMARKET 
SHARES  AS  MEASURED  BY  REVENUES 


TOTAL  REVENUES  -  TOTAL  REVENUES  -  TOTAL  REVENUES - 

$9.9  BILLION  $16.5  BILLION  $23.8  BILLION 

1970  1975  1979 


TOTAL  REVENUES  -  TOTAL  REVENUES  -  TOTAL  REVENUES  - 

$9.5  BILLION  $17.2  BILLION  $29.6  BILLION 

1970  1975  1979 


AT&T 

INDEPENDENT  TELEPHONE  COMPANIES 
OTHER  COMMON  CARRIERS 

:  FCC,  U.S.  Independent  Telephone  Aoocietion,  Department  of  Juitlce,  and  Southarn  Pacific  Communications  Co. 
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The  interexchange  submarket  can  be  broken  down  into  several 
different  sub-submarkets.  FCC,  in  its  Second  Computer  Inquiry,  1/ 
has  made  an  initial  distinction  between  basic  and  enhanced  serv¬ 
ices  within  what  we  have  designated  as  the  interexchange  services 
submarket.  A  basic  transmission  service  is  defined  by  FCC  as 
the  offering  of  transmission  capacity  to  move  information  between 
two  or  more  points.  In  offering  this  capacity,  a  communications 
path  is  provided  for  the  analog  or  digital  transmission  of  voice, 
data,  video,  or  other  information.  An  enhanced  service  is  a 
service  which  involves  more  than  the  pure  transmission  of  infor¬ 
mation.  For  example,  in  an  enhanced  service,  computer  processing 
applications  are  used  to  act  on  the  content  and  other  aspects  of 
the  user's  information. 

Within  the  basic  transmission  services  sub-submarket  we  see 
three  major  service  sectors — MTS/WATS,  private  line  services,  and 
public  switched  record  services.  2/  Table  IV  presents  market 
share  data  for  these  three  sectors.  In  MTS/WATS,  the  largest 
sector  in  terms  of  revenues — total  revenues  in  1979  of  $26.9 
billion — AT&T  again  has,  by  far,  the  overwhelming  market  share. 

The  other  common  carriers  were  allowed  into  this  sector  by  a 
1977  court  decision.  From  1977  through  1979  their  market  share 
grew  to  approximately  one-half  of  1  percent. 

The  private  line  services  sector  has  experienced  the  most 
significant  penetration  by  the  OCCs  reflecting  the  fact  that  (1) 
regulatory  barriers  to  entry  were  relaxed  in  1971;  (2)  until 
the  1977  court  decision  this  was  the  only  area  in  which  OCCs 
were  competing;  and  (3)  growth  in  demand  for  these  services  has 
been  very  rapid.  Although  the  OCCs'  share  has  grown  to  almost  10 
percent  of  the  sector,  AT&T's  share  remains  in  excess  of  85  per¬ 
cent. 

The  public  switched  record  services  sector  consists  almost 
entirely  of  Western  Union's  Telex/TWX  service.  Since  AT&T  dis¬ 
continued  TWX  service  in  1971  and  sold  some  of  the  associated 
facilities  to  Western  Union,  Western  Union  has  maintained  virtu¬ 
ally  a  100  percent  share  of  the  sector. 

Reliable  data  on  the  enhanced  services  sub-submarket  is  not 
available.  Consequently,  its  overall  size  cannot  be  accurately 
determined  or  the  share  of  its  participants  computed. 


1/Docket  20828,  amendment  of  section  64.702  of  the  Commission's 
Rules  and  Regulations  (Second  Computer  Inquiry)  is  discussed 
further  in  chapter  6. 

.2/These  are  the  same  categories  used  by  FCC  in  its  Competitive 
Carrier  Rulemaking  (Docket  79-252). 


TABLE  IV 

MARKET  SHARES  AS  MEASURED  BY  REVENUES  FOR  MTS  /  WATS. 
PRIVATE  LINE  SERVICES.  AND  PUBLIC  SWITCHED  RECORD  SERVICES  SECTORS 


total  revenues 

$8.2  BILLION 


TOTAL  REVENUES 
$15.4  BILLION 


TOTAL  REVENUES 
$26.9  BILLION 


TOTAL  REVENUES 
$964  MILLION 


TOTAL  REVENUES  - 
$1,452  MILLION 


TOTAL  REVENUES 
$2,315  MILLION 


TOTAL  REVENUES 
$313  MILLION 


TOTAL  REVENUES  • 
$302  MILLION 


TOTAL  REVENUES 
$386  MILLION 


VSS\  INDEPENDENT  TELEPHONE  CARRIERS 
(§£3  OTHER  COMMON  CARRIERS 

V  Other  common  Mirim  for  Public  Switched  Record  8 
Source:  PCC,  U.S.  Indspcndsnt  Telephone  Aieocietion 


rricei  consists  si  most  toidy  of  Western  Union 
Deportment  of  Justice,  and  Southern  Pacific  O 
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As  measured  by  market  share,  AT&T  is  a  dominant  firm  in  the 
telecommunications  service  market,  maintaining  an  overwhelming 
share  in  virtually  every  submarket  and  sector.  1/  This  dominance 
is  further  reinforced  by  two  additional  factors.  First,  AT&T 
dwarfs  its  competitors  in  size  (for  example,  revenues,  net  plant, 
and  net  operating  income).  None  of  the  competitors,  we  believe, 
are  large  enough  to  perceptibly  influence  the  price  of  overall 
telecommunications  services  by  their  decisions  regarding  supply¬ 
ing  telecommunications  services.  Second,  AT&T  controls  access  to 
an  overwhelming  portion  of  the  local  services  submarket  by  virtue 
of  its  franchised  local  monopolies.  Competitors  in  the  interex¬ 
change  services  submarket  depend  on  these  facilities  to  provide 
their  services. 

Consequently,  viewed  strictly  from  a  structural  perspective, 
we  believe  the  overall  services  market  cannot  be  considered  com¬ 
petitive.  Further,  as  noted  in  chapter  1,  regulation  has  been 
imposed  in  the  telecommunications  industry  because  of  the  concern 
that  a  firm  holding  a  monopoly  position  would  abuse  its  monopoly 
power.  Because  AT&T  continues  as  a  dominant  firm  in  this  indus¬ 
try  and  because  it  has  considerable  monopoly  power  we  believe, 
continuation  of  price/earnings  regulation  is  needed. 

At  the  opposite  end  of  the  spectrum  from  AT&T  are  most  of 
the  other  common  carriers.  These  firms  are  relatively  small — 
both  in  absolute  revenue  and  in  market  share — and  possess  no  real 
market  power  in  any  of  the  markets,  submarkets,  or  sectors  in 
which  they  operate.  Because  of  their  lack  of  market  power,  we 
believe  these  firms  do  not  require  the  price/earnings  regulation 
which  would  be  applied  to  dominant  carriers.  FCC  has  recognized 
this  fact  in  its  Docket  79-252  proceeding  begun  in  May  1979  and 
is  attempting  to  relax  regulatory  requirements  for  competitive 
carriers.  This  effort  will  be  discussed  in  a  subsequent  section. 

In  between  these  two  extremes  lie  several  firms  which  may 
or  may  not  be  considered  dominant  in  particular  markets  or  sub- 
markets.  For  example.  Western  Union,  as  measured  by  market  share, 
is  a  dominant  provider  of  services  in  the  public  switched  record 
services  sector.  The  potential  exists  for  Western  Union  to  use 
this  position  to  behave  anticompetitively  in  other  sectors  where 
it  faces  competition.  FCC  has  removed  the  legal  barriers  to  entry 
into  this  sector  and  at  least  one  firm,  Graphnet  Systems  Inc., 
has  shown  a  desire  to  enter  this  sector.  Further,  facsimile 
equipment  combined  with  the  MTS/WATS  services  may  provide  a  sub¬ 
stitute  which  may  mitigate  Western  Union's  market  power  in  this 
sector  . 


1/Economists  have  traditionally  considered  a  firm  dominant  if 
it  controls  at  least  40  percent  of  the  total  market. 
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Another  firm  for  which  dominance  is  an  open  issue  is  GTE. 

As  noted  previously,  GTE  is  the  largest  independent  telephone 
company  and  has  about  8  percent  of  the  total  services  market  as 
measured  by  revenues.  GTE  also  controls  bottleneck  facilities 
through  its  local  monopolies  in  several  major  cities  and  occupies 
a  major  position  in  the  enhanced  services  sub-submarket  through 
its  ownership  of  GTE  Telenet  Corporation. 

Whether  these  and  other  carriers  are  dominant  and  possess 
such  market  power  that  price/earnings  regulation  or  regulation  in 
some  form  should  be  applied,  requires  additional  analysis.  Such 
a  determination  can  only  be  made  after  FCC  has  made  a  detailed 
study  of  such  factors  as  the  relevant  markets  in  which  these  firms 
operate  and  the  extent  to  which  other  services  may  act  as  substi¬ 
tutes  for  the  services  in  the  dominated  markets.  As  will  be  dis¬ 
cussed  in  a  subsequent  section,  we  believe  this  detailed  analysis 
is  the  responsibility  of  the  regulatory  agency. 

Telecommunications 
equipment  market 

The  telecommunications  equipment  market  involves  elec¬ 
tronic  and  electromechanical  devices  used  to  originate,  transmit, 
switch,  and  terminate  messages.  We  divided  this  market  into  three 
submarkets — central  office  switching  equipment,  transmission 
equipment,  and  terminal  or  customer  premises  equipment.  Major 
providers  of  a  broad  line  of  telecommunications  equipment  include 
Western  Electric,  the  GTE  subsidiaries  of  Automatic  Electric  Com¬ 
pany  and  Lenkurt  Electric  Co.,  Stromberg  Carlson,  Inc.,  and  the 
International  Telephone  and  Telegraph  Co. 

Analysis  of  this  market  and  its  relevant  submarkets  is 
hampered  by  a  lack  of  comprehensive  data.  For  example,  conclu¬ 
sions  which  other  organizations,  in  particular  FCC,  have  reached 
regarding  the  terminal  equipment  submarket  have  been  largely 
based  on  less  than  complete  evidence. 

Of  the  three  submarkets  the  one  which  has  received  the  most 
attention  has  been  the  terminal  equipment  submarket.  As  a  result 
of  Commission  decisions  directed  at  removing  tariff  provisions 
that  restricted  noncarrier  provided  terminal  equipment  from  being 
attached  to  the  telephone  network,  this  submarket  has  been  subject 
to  an  increasing  amount  of  competition  as  new  and  innovative  types 
of  equipment  have  been  introduced  into  the  marketplace.  Terminal 
equipment  manufacturers  are  not  subject  to  economic  regulation  by 
FCC,  and  therefore,  are  not  required  to  file  reports  with  the 
Commisssion  as  are  common  carriers.  Their  equipment,  however, 
must  be  registered  with  FCC.  FCC  statistics,  compiled  during  its 
registration  program,  indicate  that  over  600  firms  are  manufactur¬ 
ing  a  wide  range  of  terminal  equipment. 


Data  developed  by  the  Office  of  Technology  Assessment  as 
part  of  its  study  of  Telecommunication  Technology  and  Public 
Policy  indicates  that  various  types  of  terminal  equipment  are 


subject  to  different  levels  of  competition.  1/  For  example,  the 
manufacturers  captive  to  the  telephone  operating  companies  dominate 
the  key  telephone  and  dial  in  handset  telephone  sectors.  On  the 
other  hand,  new  market  entrants  have  made  significant  gains  at  the 
expense  of  the  captive  manufacturers  in  certain  other  sectors  like 
private  branch  exchange,  2/  although  the  captive  manufacturers 
still  have  over  50  percent  of  this  sector.  In  other  sectors,  like 
decorator  telephone  sets  and  facsimile  machines,  the  new  entrants 
and  manufacturers  not  captive  to  the  telephone  companies  have  the 
major  share. 

Because  of  the  lack  of  reliable  data  on  the  telecommunca- 
tions  equipment  market,  we  have  not  drawn  any  conclusions  regard¬ 
ing  the  competitiveness  of  the  market's  structure.  We  note  that 
FCC  has  decided  to  relax  price/earnings  regulation  for  AT&T’s 
equipment  offerings  while  still  subjecting  them  to  regulation 
under  a  separate  subsidiary  approach.  This  approach  is  dis¬ 
cussed  in  chapter  6. 

WILL  THE  COMMON  CARRIER  INDUSTRY 
BECOME  WORKABLY  COMPETITIVE? 

Our  analysis  of  the  structure  of  the  telecommunications 
service  market,  indicates  that  a  competitive  market  does  not  now 
exist.  The  status  of  the  equipment  market  is  less  clear.  Both 
markets  are  experiencing  the  impact  of  rapid  technological  changes 
which  has  reduced  economies  of  scale  and  expanded  markets  beyond 
the  traditional  telephone  and  telegraph  services  and  the  black 
dial  telephone.  These  changes  strongly  suggest  that  a  competi¬ 
tive  market  will  continue  to  develop  and  raise  the  question  of 
when  particular  markets  and  submarkets  will  be  competitive  enough 
that  regulation  of  dominant  carriers  can  be  modified  or  relaxed. 

We  have  attempted  to  develop  some  prognosis  for  future 
competitive  developments  through  talks  with  officials  at  FCC,  the 
Office  of  Technology  Assessment,  and  the  Department  of  Commerce's 
National  Telecommunications  and  Information  Administration,  con¬ 
sultants  in  the  telecommunications  industry,  and  officials  of  the 


1/The  data  developed  by  the  Office  of  Technology  Assessment  is 
based  on  shipments  of  terminal  equipment  units  rather  than  reve¬ 
nues,  as  was  used  in  our  services  market  discussion.  This  data 
is  divided  into  four  broad  supplier  categories — manufacturers 
captive  to  telephone  operating  companies;  long-term  U.S.  manu¬ 
facturers  not  associated  with  a  telephone  operating  company;  new 
U.S.  based  terminal  equipment  entrants;  and  firms  importing 
foreign  equipment  for  sale  in  the  United  States. 

2/Private  branch  exchanges  are  terminal  equipment  which  allow 
for  communications  within  a  particular  location.  A  typical 
exchange  would  be  a  switchboard  used  by  a  business  or  apart¬ 
ment  building  for  handling  communications  on  the  premises. 


established  and  other  common  carriers.  These  talks  focused  pri¬ 
marily  on  the  services  market.  We  discussed  barriers  to  entry, 
expected  merger  activity,  and  potential  new  entrants.  On  balance, 
none  of  these  factors  will  preclude  the  development  of  a  com¬ 
petitive  environment  although  they  do  suggest  that  competitive 
developments  will  not  be  rapid  and  the  number  of  firms  in  the 
industry  will  probably  never  be  large. 

Barriers  to  entry 

Apart  from  the  legal  restriction  on  entry,  which  FCC  and  the 
courts  have  relaxed  for  interstate  communications,  a  major 
barrier  to  entry  is  the  amount  of  capital  required  to  construct 
a  viable  communications  network.  This  barrier  was  cited  by 
several  officials  we  contacted.  Its  significance  can  be  seen 
in  the  range  of  annual  expenditures  of  the  existing  carriers. 

For  example,  AT&T  spent  about  $11.3  billion  in  1980  to  maintain 
and  improve  its  network.  New  entrants  like  MCI  and  Satellite 
Business  Systems  have  reportedly  spent  about  $350  million  and 
$500  million,  respectively,  for  their  facilities.  These  high 
costs  of  entry  have  led  many  observers  to  suggest  that  the 
number  of  carriers  who  own  their  own  facilities  would  never  be 
very  large  and  that  it  would  take  a  considerable  period  of  time 
before  effective  competition  develops. 

One  former  FCC  official  expressed  the  view  that  the  amount 
of  capital  needed  to  get  started  might  be  reduced  if  carriers 
constructed  regional  rather  than  nationwide  networks.  This 
would  increase  the  number  of  entrants  owning  their  facilities. 
State  Public  Utility  Commissions  regulate  entry  into  their 
States;  therefore,  to  build  a  regional  network,  the  carriers 
must  overcome  the  legal  entry  barriers  provided  by  State  regu¬ 
lation.  Further,  other  officials  we  spoke  with  expressed  doubt 
regarding  the  viability  of  regional  carriers  because  they  felt 
only  a  nationwide  network  could  attract  sufficient  customers  to 
meet  the  costs  of  constructing  a  network.  Concern  was  also 
expressed  by  several  officials  that  increasing  crowding  of 
frequency  spectrum  for  both  terrestrial  microwave  and  satellite 
facilities  might  limit  the  number  of  carriers  owning  their 
facilities . 

The  required  amount  of  captial  to  provide  resale  (includ¬ 
ing  value-added)  services  was  generally  viewed  as  considerably 
lower.  Rapid  growth  and  vigorous  competition  is  anticipated 
among  value-added  carriers  in  the  enhanced  services  submarket. 

The  outlook  for  pure  resale  carriers — those  carriers  not  adding 
value  to  communications  services  they  offer  but  just  taking 
advantage  of  discounts  offered  by  carriers  who  own  their  facil¬ 
ities — was  more  guarded.  Many  observers  felt  resale  carriers' 
dependence  primarily  on  other  carriers'  facilities  and  pricing 
strategies  for  existence  would  make  them  something  of  a  transi¬ 
tory  presence  in  the  market. 
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An  additional  crucial  barrier  to  carriers  seeking  to  enter 
the  services  market  is  interconnection  to  the  local  network  and 
the  charge  which  is  assessed  for  this  interconnection.  This  area 
is  discussed  in  chapter  8. 

Mergers  and  acquisitions 

A  pattern  of  mergers  and  acquisitions  could  reduce  the 
absolute  number  of  competitors  in  the  services  market,  although 
it  may  serve  to  make  the  remaining  competitors  more  viable.  Al¬ 
ready  several  mergers  and  acquisitions  have  occurred.  Most  prom¬ 
inent  was  the  merger  of  GTE,  the  largest  independent  telephone 
company  with  Telenet,  a  major  value-added  carrier.  Satellite 
Business  Systems  represents  a  partnership  of  Communications 
Satellite  Corporation,  international  Business  Machines  Corpora¬ 
tion,  and  Aetna  Casualty  and  Surety  Company.  Other  actions  in¬ 
clude  the  acquisition  of  50  percent  of  American  Satellite  Cc.  by 
Continental  Telephone  Corporation. 

Potential  new  entrants 


Considerable  attention  has  focused  on  new  firms  proposing 
to  enter  the  telecommuncations  industry  in  response  to  its  ex¬ 
pected  rapid  growth.  One  cited  example  is  Xerox  Corporation 
which  has  proposed  a  digital  network  (referred  to  as  X-TEN)  which 
will  cover  about  200  cities.  This  network  will  use  satellite 
facilities  for  interexchange  services  and  will  use  rooftop  ter- 
restial  microwave  facilities  to  bypass  the  local  exchange  network. 
Xerox,  however,  in  May  1981  announced  it  would  not  pursue  this 
network  with  further  investment.  Consequently,  the  future  of 
this  network  is  not  clear.  Exxon  Corporation  is  also  viewed  as 
a  potential  market  entrant  as  a  logical  extension  of  its  ir.  olve- 
ment  in  the  terminal  equipment  submarket. 

FACTORS  WHICH  CAN  FURTHER 
THE  DEVELOPMENT  OF  COMPETITION 

Based  on  our  review,  we  believe  the  trends  toward  competitive 
service  and  equipment  markets  are  established.  These  trends  re¬ 
flect  the  impact  of  technological  change  on  the  telecommunications 
industry,  and  the  subsequent  decisions  by  FCC  and  the  courts  to 
allow  new  entry.  In  allowing  new  entry  FCC  has  recognized  the 
benefits  of  competition — increased  innovation,  the  introduction 
of  new  techniques  and  services,  potentially  lower  costs,  and  in¬ 
creased  responsiveness  on  the  part  of  the  existing  carriers. 

Having  set  the  industry  on  the  road  to  a  more  competitive  struc¬ 
ture,  FCC  needs  to  establish  an  industry  analysis  function  to 
monitor  the  industry  and  the  growth  of  competition. 

If  it  wishes  to  endorse  the  trend  toward  competition,  the 
Congress  may  want  to  amend  the  Communications  Act  to  direct  FCC 
to  rely  on  competition  to  achieve  the  act's  broad  policy  goals 
and  to  allow  FCC  to  relax  regulation  for  those  carriers  which  it 
finds  do  not  possess  market  power. 
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FCC  must  be  in  a  position  to  analyze  information  regarding 
market  structure,  barriers  to  entry,  and  other  aspects  of  an 
analysis  of  the  domestic  common  carrier  industry.  Such  analysis, 
we  believe,  represents  an  important  input  into  the  establishment 
of  appropriate  regulatory  policies  and  programs  and  initiating 
legislative  change.  For  example,  the  regulatory  constraints 
placed  on  a  particular  carrier  should  reflect  the  market  power 
that  the  carrier  possesses  in  the  relevant  markets  and  submarkets 
in  which  it  operates.  Where  a  carrier  is  dominant  and  the  po¬ 
tential  for  abusing  its  market  power  exists,  the  Commission 
should  continue  to  regulate.  Conversely,  where  a  particular 
firm  does  not  possess  market  power  the  full  range  of  regulatory 
requirements  is  not  warranted.  The  particular  regulatory  ap¬ 
proaches  used — traditional  price/earnings  regulation,  cost  allo¬ 
cation  requirements,  separate  subsidiaries  and  their  attendant 
conditions — should  flow  from  a  comprehensive,  ongoing  analysis 
of  the  industry.  Finally,  the  assessment  of  the  success  of 
policy  initiatives  to  promote  competition  must  ultimately  rest 
on  an  analysis  of  their  effects  on  the  industry's  structure — 
has  the  industry  become  more  competitive? 


The' Economics  Division  in  the  Common  Carrier  Bureau  is 
responsible  for  conducting  and  coordinating  economic  research 
required  for  the  development  of  common  carrier  regulatory  po¬ 
licies  including  such  subjects  as  industry  structure  and  com¬ 
petition.  The  division  is  also  responsible  for  developing 
guidelines  for  evaluating  the  economic  performance  of  the  in¬ 
dustry.  These  responsibilities,  however,  are  not  being  carried 
out.  For  example,  in  developing  the  industry  structure  data 
presented  previously,  we  found  that  no  such  information  was  being 
prepared  or  collected  by  the  division  or  anywhere  else  in  the 
Bureau.  Division  economists  responsible  for  industry  data  col¬ 
lection  told  us  that  developing  comprehensive  market  share  data 
using  FCC  information  would  be  difficult  because  in  some  cases 
detailed  market  data  is  not  reported,  and  in  other  cases,  such  as 
for  Domestic  Satellite  Carriers  and  value-added  carriers,  no  sys¬ 
tem  of  accounts  has  been  approved  and,  consequently,  FCC  receives 
no  regular  financial  reports  from  these  carriers.  Beyond  the  col¬ 
lection  of  such  basic  data,  we  found  that  no  group  of  individuals 
is  engaged  in  analyzing  the  industry. 


Economists  in  the  Economics  Division,  analysts  on  the  Program 
Evaluation  Staff,  and  a  former  Bureau  Chief  have  all  acknowledged 
that  this  key  function  does  not  exist.  The  former  Bureau  Chief 
also  stated  that  the  lack  of  industry  analysis  in  the  Commission's 
decisions,  in  particular,  the  Second  Computer  Inquiry,  has  re¬ 
flected  the  absence  of  this  function.  We  agree.  For  example,  the 
assessment  of  the  competitiveness  of  the  terminal  equipment  market 
in  the  Second  Computer  Inquiry  was  based  largely  on  less  than  com¬ 
plete  information.  No  data  on  relevant  market  or  submarket  shares 
was  presented. 
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We  believe  the  principal  contributing  factor  to  this 
situation  has  been  the  fact  that  the  Economics  Division  has 
been  in  a  state  of  turmoil  over  the  past  several  years.  There 
has  been  a  continual  turnover  of  Division  Chiefs  and  prior  to 
November  1980  no  full-time  Division  Chief  for  over  a  year.  In 
this  leadership  vacuum.  Division  economists  have  tended  to 
become  involved  in  projects  which  reflected  their  personal  in¬ 
terests,  and  the  industry  analysis  function  has  been  neglected. 

The  former  Bureau  Chief  had  initiated  an  effort  to  improve 
this  situation.  This  involved  identifying  the  industry  data 
collected  by  the  Bureau  and  determining  what  information  is 
necessary  as  part  of  an  industry  analysis  process.  A  new  quar¬ 
terly  report  on  carrier  market  structure  and  carrier  financial 
conditions  was  developed  and  the  first  report  was  issued  in 
Hay  1981.  FCC  has  also  taken  some  steps  to  consolidate  in  the 
Economics  Division  information  on  the  various  reports  the  Com¬ 
mission  receives  from  the  carriers. 

While  collecting  information  is  an  important  first  step, 
we  believe  the  Bureau  needs  to  establish  a  group  responsible  for 
ongoing  analysis  of  the  industry.  This  group’s  analysis  would 
serve  as  the  foundation  for  future  Commission  decisions  on  regu¬ 
latory  policies  for  dominant  and  nondominant  carriers  as  well  as 
a  basis  for  evaluating  the  impact  of  Commission  policies  designed 
to  foster  competition. 

Congress  can  facilitate 
competition's  development  by 
amending  the  Communications  Act 


According  to  the  broad  policy  goals  of  the  Communications 
Act,  FCC  is  to  regulate  communications  to  make  available  a  rapid, 
efficient  communications  service  with  adequate  facilities  at 
reasonable  charges.  FCC's  decisions  allowing  competition  have 
flowed  from  its  determination  that  a  competitive  environment  would 
facilitate  achieving  the  act's  policy  goals.  While  these  deci¬ 
sions  have  been  sustained  by  the  courts,  several  attempts  have 
been  made  to  legislatively  limit  the  development  of  competition. 

In  particular,  the  established  carriers  supported  legislation  in 
the  94th  and  95th  Congresses  to  affirm  a  regulated  monopoly  in 
all  markets  in  which  they  operate.  In  recent  years,  however, 
these  carriers  have  altered  their  view  to  an  acceptance  of  com¬ 
petition  as  the  appropriate  long-run  structure  for  the  industry. 
Legislation  introduced  in  the  last  Congress  and  the  current  Con¬ 
gress  contain  provisions  which  in  essence  would  codify  FCC's  and 
the  courts'  decisions  supporting  competition. 

If  the  Congress  wishes  to  support  the  trend  toward  competi¬ 
tion  and  endorse  the  decisions  reached  by  FCC  and  the  courts  in 
favor  of  competition,  we  believe  the  Congress  needs  to  amend  title 
I  of  the  Communications  Act  to  direct  FCC  to  rely  on  competition 
and  the  private  sector  to  the  maximum  extent  possible  to  achieve 
the  overall  goals  of  the  act. 
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Where  firms  do  not  possess  market  power,  we  believe  the  kind 
of  pervasive  regulation  applied  to  a  dominant  carrier  is  not  war¬ 
ranted.  FCC  has  recognized  these  facts  in  its  Docket  79-252  pro¬ 
ceeding  and  is  attempting  to  relax  regulatory  requirements  for 
competitive  carriers.  FCC  is  attempting  this  "deregulation" 
through  what  it  believes  are  several  novel  interpretations  of  the 
Communications  Act.  Certain  carriers  like  MCI  or  Southern  Pacific 
Communications  Co.,  which  were  found  to  not  have  market  power 
would  no  longer  be  defined  as  common  carriers  and  would  no  longer 
be  subject  to  title  II  regulation.  Other  carriers,  like  Western 
Union,  which  we  noted  earlier  in  this  chapter,  have  market  power 
in  certain  market  sectors  but  not  others  would  still  be  defined 
as  common  carriers  but  FCC  would  "forebear"  from  regulating  under 
title  II  the  nondominant  aspects  of  their  business. 

According  to  an  attorney  in  the  Policy  and  Program  Planning 
Division  controversy  exists  regarding  whether  FCC  can  take  this 
proposed  action,  and  several  existing  Commissioners  have  raised 
doubts  about  the  appropriateness  of  this  overall  approach.  Even 
if  approved  by  the  Commission  this  overall  approach  will  likely 
be  litigated  over  several  years.  Further,  the  "definitional" 
aspect  may  beget  other  problems.  For  example,  under  FCC's  spec¬ 
trum  allocation  rules,  common  carriers  are  given  key  portions  of 
the  frequency  spectrum  which  are  better  in  quality  than  other 
portions.  The  issue  is,  therefore,  raised  whether  previously  de¬ 
fined  common  carriers  would  still  have  rights  to  these  portions 
of  the  frequency  spectrum  after  the  Commission  had  defined  them 
not  to  be  common  carriers. 

We  believe  that  the  thrust  of  the  Commission's  actions  is 
correct.  Deregulating  carriers  without  market  power  will  reduce 
the  costs  of  regulation  for  these  carriers  and  society  as  a  whole. 
Further,  as  subsequent  chapters  will  demonstrate,  much  needs  to 
be  done,  including  the  more  appropriate  application  of  personnel 
resources,  to  improve  FCC's  regulation  of  dominant  common  car¬ 
riers.  By  freeing  nondominant  carriers  from  title  II  regula¬ 
tion,  FCC  can  simultaneously  release  scarce  Common  Carrier  Bureau 
resources  for  regulation  of  dominant  carriers.  The  Congress  by 
amending  title  II  of  the  Communications  Act  to  allow  FCC,  upon  a 
finding  that  it  is  in  the  public  interest,  to  exempt  any  carrier 
from  any  or  all  provisions  of  title  II  will  provide  the  certainty 
FCC  needs  to  shift  the  focus  of  its  regulation. 

CONCLUSIONS 

Domestic  common  carrier  telecommunications  is  in  the  midst 
of  an  evolution — from  a  hiqhly  monopolized  structure  to  a  com¬ 
petitive  structure.  Rapid  technological  change  has  been  at  the 
heart  of  this  evolution — reducing  barriers  to  entry  into  the  in¬ 
dustry  and  expanding  market  opportunities  for  a  variety  of  firms. 
FCC  and  the  courts  have  reacted  to  the  impact  of  technological 
chanqe  by  removinq  requlatory  restrictions  on  entry  and,  as  a 
result,  numerous  firms  have  entered  the  industry. 
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We  believe  the  trends  toward  competitive  service  and  equip¬ 
ment  markets  are  established.  From  our  analysis,  it  does  not 
appear  that  competition  has  developed  to  the  point  that  the  tele¬ 
communications  services  market  can  be  considered  competitive. 
Detailed  analysis  of  whether  domestic  common  carriers  are  domi¬ 
nant  and  possess  sufficient  market  power  that  regulation  should 
be  applied  or  relaxed,  however,  needs  to  be  done  by  FCC.  To 
facilitate  such  analysis,  FCC  needs  to  establish  an  industry 
analysis  group  to  monitor  and  report  on  developments  in  the  in¬ 
dustry  and  the  growth  of  competition.  This  group  would  assemble 
and  analyze  information  on  which  carriers  were  dominant  and  which 
were  nondominant  so  that  the  appropriate  regulatory  programs  and 
policies  can  be  applied  to  these  carriers.  This  group's  analysis 
would  also  serve  as  a  basis  for  measuring  the  effectiveness  of 
FCC's  policies  designed  to  foster  and  encourage  competition. 

In  the  equipment  market,  competition  in  some  sectors  is  more 
highly  developed.  Reflecting  this  situation,  FCC  has  decided  to 
relax  price/earnings  regulation  for  AT&T's  equipment  offerings 
while  still  subjecting  them  to  regulation  under  a  separate  sub¬ 
sidiary  approach.  (See  ch.  6.) 

If  the  Congress  wishes  to  endorse  the  trend  toward  competition 
and  the  decisions  reached  by  FCC  and  the  courts  in  favor  of  com¬ 
petition,  we  believe  the  Congress  needs  to  amend  title  I  of  the 
Communications  Act  to  direct  FCC  to  rely  on  competition  and  the 
private  sector  to  the  maximum  extent  possible  to  achieve  the  over¬ 
all  goals  of  the  act. 

We  believe  deregulating  carriers  without  market  power  is  an 
appropriate  regulatory  approach  which  will  reduce  the  costs  of 
regulation  for  these  carriers  and  society  as  a  whole.  By  focus¬ 
ing  its  regulation  on  dominant  carriers,  FCC  can  optimize  the  use 
of  its  regulatory  resources.  The  Congress  can  facilitate  this 
shift  in  regulatory  focus  by  amending  title  II  of  the  Communica¬ 
tions  Act  to  allow  FCC  to  exempt  any  carrier  from  any  or  all 
provisions  of  title  II  when  it  finds  such  exemption  is  in  the 
public  interest.  By  reducing  the  uncertainty  surrounding  FCC's 
ability  to  exempt  carriers  Congress  would  allow  FCC  to  relax  its 
regulation  of  nondominant  carriers  and  focus  its  attention  on 
dominant  firms. 

RECOMMENDATIONS  TO  THE  CONGRESS 

If  the  Congress  wishes  to  endorse  the  development  of  com¬ 
petition,  we  recommend  that  the  Congress 

— amend  title  I  of  the  Communications  Act  to  direct  FCC  to 
rely  on  competition  and  the  private  sector  to  the  maximum 
extent  possible  to  achieve  the  overall  goals  of  the  act. 

— amend  title  II  of  the  Communications  Act  to  allow  FCC,  upon 
a  finding  that  it  is  in  the  public  interest,  to  exempt  any 
carrier  from  any  or  all  provisions  of  title  II. 
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RECOMMENDATION  TO  THE  CHAIRMAN,  FCC 


We  recommend  that  the  Commission  establish  within  the  Common 
Carrier  Bureau  an  industry  analysis  section,  whose  analyses  should 
provide  a  framework  for  future  Commission  decisions  for  regulating 
dominant  and  nondominant  carriers  in  light  of  changing  market  con¬ 
ditions  and  would  enable  the  Commission  to  measure  the  effective¬ 
ness  of  its  policies  designed  to  foster  and  encourage  competition. 


CHAPTER  3 


PRICE/EARNINGS  REGULATION — 
ITS  APPLICATION  BY  FCC 


To  carry  out  its  responsibilities  for  regulating  telecom¬ 
munications  common  carriers  under  the  Communications  Act  of  1934, 
PCC  has  used  a  form  of  price/earnings  regulation  which  relies 
on  rate  of  return/rate  base  regulation.  Under  this  system  a 
regulatory  agency  attempts  to  simulate  a  competitive  outcome  by 
limiting  a  regulated  firm's  revenues  to  its  cost  of  service,  in¬ 
cluding  a  reasonable  return  on  investment.  This  involves  deter¬ 
mining  the  firm's  reasonable  costs  of  plant  (rate  base)  and  ex¬ 
penses  and  the  prices  which  it  should  charge  for  its  products  and 
services  to  cover  its  costs  and  provide  a  fair  return  to  investors. 

FCC's  administration  of  rate  of  return/rate  base  regulation 
has  focused  on  establishing  rates  of  return.  However,  rate  of  re¬ 
turn  proceedings  have  been  long  and  complex,  leading  some  critics 
to  suggest  the  possible  use  of  modified  procedures. 

FCC  has,  on  the  other  hand,  paid  relatively  little  attention 
to  carrier  investment  costs  and  expenses.  Apart  from  one  large, 
formal  investigation  of  AT&T's  rate  base  and  expenses,  conducted 
in  the  mid-1970s,  FCC  has  reviewed  these  items  only  on  an  informal 
"continuing  surveillance"  basis.  Little  effort,  however,  has  been 
devoted  to  carrying  out  this  surveillance.  As  a  result,  FCC  has 
exercised  little  control  over  rate  base  and  expense  items  and  has 
not  addressed  many  of  the  problems  raised  in  the  one  formal 
investigation. 

While  we  believe  that  FCC  can  take  certain  actions  to  improve 
its  administration  of  rate  of  return/rate  base  regulation,  we  also 
recognize  that  because  of  the  nature  and  magnitude  of  the  tasks 
involved  no  such  regulatory  approach  can  ever  be  expected  to  fully 
simulate  a  competitive  outcome.  Further,  while  alternative  regula¬ 
tory  approaches  have  been  proposed,  and  some  tried  by  State  com¬ 
missions  (see  app.  IX),  no  one  approach  has  yet  emerged  which  seems 
clearly  more  effective  than  rate  of  return/rate  base  regulation. 

As  the  industry  becomes  more  workably  competitive,  relaxation 
of  price/earnings  regulation  needs  to  be  vigorously  pursued.  How¬ 
ever,  in  the  interim  FCC  will  still  need  to  continue  its  applica¬ 
tion  of  rate  of  return/rate  base  regulation  to  services  not  sub¬ 
ject  to  effective  competition  and  provided  by  dominant  carriers. 

To  better  enable  FCC  to  carry  out  its  regulatory  responsi¬ 
bilities  as  a  more  competitive  environment  evolves,  we  believe 
that  FCC  can  take  several  actions  including: 

— Initiating  a  proceeding  to  explore  changes  needed  to 
facilitate  and  improve  its  process  for  setting  a  rate  of 
return. 
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— Increasing  the  scope  of  its  audit  program. 

— Coordinating  with  State  regulatory  commissions. 

In  addition,  we  believe  the  Congress  needs  to  clarify  FCC's 
regulatory  authority  by  amending  section  214  of  the  Communications 
Act  of  1934  to  give  FCC  explicit  authority  to  require  carriers  to 
submit  for  approval  plans  for  the  construction  of  any  facilities 
subject  to  its  jurisdiction  and  to  allow  FCC  to  require  carriers 
to  file  long-term  facilities  construction  plans. 

CONCEPTS  OF  PRICE/EARNINGS  REGULATION 

In  industries  where  one  firm  has  been  able  to  achieve 
monopoly  power,  economic  theory  has  suggested  that  the  firm  be 
subject  to  some  form  of  price/earnings  regulation.  Without  such 
regulation,  the  firm's  natural  profit-making  incentives  would  be 
expected  to  lead  it  to  charge  higher  prices  and  produce  less  out¬ 
put  than  if  it  were  subject  to  effective  competition.  Regulatory 
intervention,  thus,  attempts  to  simulate  a  competitive  outcome 
by  restricting  the  firm's  prices  which  should,  in  turn,  lead  to 
increased  production. 

Some  form  of  price/earnings  regulation  has  been  frequently 
applied  to  firms  which  are  considered  public  utilities — those 
which  produce  gas,  electricity,  water,  and  communications.  Such 
regulation  is  often  mandated  under  Federal  or  State  law. 

Such  an  approach  is  contained  in  title  II  of  the  Communica¬ 
tions  Act  of  1934  which  gives  FCC  the  authority  and  responsibility 
for  carrying  out  a  price/earnings  regulatory  program  for  inter¬ 
state  communications  common  carriers.  For  example,  title  II  con¬ 
tains  a  variety  of  provisions  which  may  be  used  to  constrain  mar¬ 
ket  power  through  control  over  prices  charged;  control  over  con¬ 
struction;  prohibitions  on  discrimination  in  charges,  practices, 
or  services;  and  requirements  dealing  with  terms  of  services. 

The  Communications  Act  does  not  explicitly  set  forth  a 
specific  price/earnings  regulatory  system  which  must  be  used  by 
FCC.  It  does,  however,  contain  the  basic  elements  of  a  rate  of 
return/rate  base  regulatory  system,  such  as  is  frequently  used 
to  regulate  public  utilities.  It  is  this  system  which  FCC  has 
used  to  regulate  domestic  common  carriers. 

Principles  of  rate  of 
return/  rate  base  regulation 

Under  the  Communications  Act  of  1934,  FCC  has  attempted  to 
limit  the  profits  and  review  the  operations  of  telecommunications 
common  carriers  through  a  system  of  rate  of  return/rate  base 
regulation.  Under  this  system,  FCC  tries  to  limit  a  regulated 
carrier's  revenues  to  those  necessary  to  cover  its  cost  of  serv¬ 
ice,  including  funds  needed  to  pay  reasonable  interest  payments 
and  dividends  to  investors.  The  amount  of  funds  which  a  carrier 
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is  allowed  to  take  in  during  a  given  year  is  called  its  revenue 
requirement. 

A  carrier's  revenue  requirement  may  be  broken  into  two 
primary  elements:  (1)  its  legitimate  business  expenses — operating 
expenses,  depreciation,  and  taxes — and  (2)  a  fair  return  on  the 
property  which  is  used  in  providing  services  to  the  public.  This 
latter  amount  can  be  computed  by  multiplying  the  net  or  depreci¬ 
ated  valuation  of  the  carrier's  property  (rate  base),  times  its 
cost  of  securing  capital  (rate  of  return). 

To  determine  a  firm's  revenue  requirement,  a  regulatory 
agency  must,  therefore,  be  involved  in  two  major  activities. 

First,  it  must  determine  what  constitutes  a  fair  rate  of  return. 
Second,  it  must  oversee  rate  base  and  expense  items  to  ensure 
that  they  represent  only  those  costs  which  the  firm  needs  to 
incur  to  provide  service. 

The  rate  of  return  which  a  firm  is  allowed  to  earn  should  be 
equivalent  to  that  earned  by  other  firms  with  comparable  business 
risks.  In  determining  this  return  the  agency  must  take  into  ac¬ 
count  three  main  factors — the  firm's  cost  of  debt,  its  cost  of 
equity  and  its  capital  structure.  Establishing  the  firm's  cost 
of  equity — the  return  which  should  be  paid  to  stockholders — is 
generally  the  most  difficult  task. 

Determining  a  fair  rate  of  return  will,  however,  not  alone 
ensure  that  a  firm's  rates  are  reasonable.  The  agency  must  also 
determine  which  investments  and  expenses  incurred  by  the  firm 
are  actually  necessary  to  provide  service  to  the  public.  (See 
app.  V.) 

After  the  firm's  revenue  requirement  is  determined,  rates 
for  the  various  services  offered  by  the  firm  must  be  established 
to  realize  the  total  amount  of  revenue  required.  These  rates 
are,  in  the  case  of  telecommunications  firms,  contained  in  tar¬ 
iffs  which  are  filed  with  FCC.  To  protect  all  of  the  firm's 
customers,  the  agency  must  examine  these  rates,  otherwise  the 
firm  would  be  free  to  price  discriminate — i.e.,  to  price  its 
services  to  arbitrarily  favor  one  class  of  customer  over  another. 
The  incentives  for  a  firm  to  engage  in  such  price  discrimination 
are  enhanced  when  it  faces  competition  in  certain  market  sectors. 
(See  ch.  4 . ) 

Problems  with  rate  of 
return/rate  base  regulation 

Although  rate  of  return/rate  base  regulation  has  been  widely 
used  by  regulatory  agencies,  questions  exist  concerning  whether 
it  can  ever  come  close  to  achieving  its  goal  of  keeping  rates  at 
a  competitive  level  or  even  whether  the  benefits  of  such  regula¬ 
tion  outweigh  its  costs.  For  a  rate  of  return/rate  base  regula¬ 
tory  system  to  function  effectively,  the  regulatory  agency  must 
supervise  the  firm's  costs  as  well  as  constrain  its  profits.  In 


addition,  the  agency  must  pay  attention  to  the  firm's  quality  of 
service  as  well  as  its  performance — for  example,  its  innovation 
and  efficiency — since  the  firm  may  lack  the  spur  of  effective 
competition  in  all  markets. 

Given  the  size  of  many  monopoly  firms,  particularly  one  as 
large  as  AT&T,  the  task  confronting  the  agency  is  formidable  es¬ 
pecially  since  costs  and  market  conditions  change  over  time  as 
the  result  of  technological  change  or  change  in  consumer  demand, 
for  example.  Also,  the  imposition  of  profit  constraints  on  a 
firm  may  cause  its  incentives  to  differ  from  those  of  a  competi¬ 
tive  firm,  thus,  exacerbating  the  need  for  regulatory  supervision 
of  its  activities.  Among  the  undesirable  incentives  which  econ¬ 
omists  have  attributed  to  limiting  a  firm's  profits  are  the 
following : 

— The  firm  may  excessively  expand  its  rate  base. 

— The  firm  may  be  less  cost  conscious. 

— The  firm  may  be  less  innovative. 

— The  firm  may  try  to  evade  regulation  and  enter  unregulated 
or  loosely  regulated  markets. 

These  incentives  are  discussed  in  appendix  VI. 

FCC'S  EFFORTS  TO  ESTABLISH 
AND  MONITOR  RATES  OF  RETURN 

In  administering  its  rate  of  return/rate  base  regulatory 
program,  FCC  is  responsible  for  establishing  rates  of  return  for 
carriers  under  its  jurisdiction  and  for  monitoring  carriers'  ac¬ 
tual  rates  of  return  between  formal  rate  proceedings.  Through 
these  efforts,  FCC  attempts  to  ensure  that  a  carrier  has  the 
opportunity  to  obtain  the  revenues  which  it  needs  to  cover  its 
cost  of  service  without  allowing  it  to  earn  excess  profits. 

FCC's  efforts  in  this  regard  have  focused  primarily  on  the  inter¬ 
state  operations  of  AT&T.  Carriers'  intrastate  operations  are 
regulated  by  the  States. 

Establishing  rates  of 
return — a  complex,  lengthy 
and  costly  process 

Since  1965,  FCC  has  been  involved  in  four  proceedings  to  es¬ 
tablish  a  fair  rate  of  return  for  AT&T  and  its  associated  opera¬ 
ting  companies'  interstate  and  foreign  operations — each  of  which 
involved  the  use  of  trial  like  evidentiary  hearings.  These  pro¬ 
ceedings — Dockets  16258,  19129,  20376,  and  79-63 — were  initiated 
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in  1965,  1970,  1975,  and  1979,  respectively.  1/  Before  that 
time,  AT&T's  rate  of  return  was  set  on  an  informal  basis. 

In  each  of  these  four  proceedings,  it  has  taken  PCC  about  1 
to  2  years  to  issue  a  final  decision.  The  most  recent  proceed¬ 
ing,  Docket  79-63,  was  initiated  in  March  1979,  when  AT&T  filed 
a  petition  calling  for  an  increase  in  its  authorized  rate  of  re¬ 
turn.  An  initial  decision  was  issued  by  an  FCC  administrative 
law  judge  on  January  30,  1981,  and  the  Commission's  final  deci¬ 
sion  was  made  on  April  6,  1981. 

Rate  of  return  proceedings  have  been  complex,  lengthy,  and 
costly.  For  example,  during  the  hearings  in  connection  with 
phase  I  of  Docket  19129,  which  dealt  with  rate  of  return  is¬ 
sues,  some  33  volumes  of  transcript  were  taken.  In  Docket  20376, 
which  focused  almost  exclusively  on  AT&T's  cost  of  equity,  the 
record  consisted  of  over  1,400  pages  of  transcript  and  some  100 
exhibits. 

An  FCC  official  told  us  that  they  had  not  documented  the 
costs  incurred  by  FCC  in  carrying  out  rate  of  return  proceedings. 
We  were  told,  however,  that  as  of  March  1981  approximately  53 
person-months  had  been  spent  on  Docket  79-63,  mostly  at  the 
GS-15  level.  2/  This  estimate  did  not  include  time  spent  by 
the  administrative  law  judge  assigned  to  the  proceeding  or  time 
spent  by  Common  Carrier  Bureau  staff  involved  in  preparing  a 
final  decision.  In  addition  to  staff  time,  FCC  spent  $70,000 
on  consultant  services. 

Although  rate  of  return  proceedings  have  been  long,  complex, 
and  costly,  a  number  of  officials  we  spoke  with  believed  that 
they  were  necessary.  The  primary  reasons  cited  for  using  such 
formalized  proceedings  for  determining  rates  of  return  are  that 
they  are  needed  to  ensure  that  the  carrier  receives  "due  process" 
and  "equal  protection  of  the  law"  3/  and  they  allow  detailed 
examination  of  all  evidence  presented  by  all  interested  parties. 

A  number  of  officials  we  spoke  with,  however,  were  critical 
of  the  rate  of  return  setting  process,  noting  that: 


1/The  basic  process  followed  by  FCC  in  conducting  a  rate  of  return 
proceeding  is  described  in  appendix  VII. 

2/A  GS-15  employee  presently  earns  approximately  $45,000-$50,000 
per  annum.  Fifty-three  person-months  at  an  average  salary 
level  of  $47,500  would  total  approximately  $210,000.  The 
agency  would,  however,  also  incur  related  overhead  costs. 

3/The  constitutional  rights  of  due  process  and  equal  protection 
of  the  law  have  been  cited  by  the  U.S.  Supreme  Court  in  con¬ 
nection  with  rate  cases.  See,  for  example,  Chicago,  M.  & 
St.P.Ry.  Co.  v.  Minnesota,  134  U.S.  418,  458  (1889). 


— The  process  produces  no  adequate  standards  which  may  be 
used  to  determine  from  the  evidence  presented  which 
evaluation  of  a  fair  rate  of  return  is  correct. 

— FCC's  determination  of  rates  of  return  applies  only  to 
interstate  operations.  Similar  proceedings  must  also  be 
conducted  before  State  commissions  in  which  the  carrier 
operates. 

— The  process  fails  to  focus  on  important  aspects  of 

carrier  performance,  such  as  efficiency  and  productivity. 

Objective  standards  to 
determine  rates  of  return 
do  not  exist 


In  spite  of  the  time  and  effort  which  has  gone  into  rate  of 
return  proceedings  both  before  FCC  and  other  similar  regulatory 
commissions,  no  objective  and  unequivocal  method  for  correctly 
determining  a  firm's  rate  of  return  has  emerged.  Instead  the 
Commission  must  rely  on  its  judgment  to  evaluate  the  presenta¬ 
tions  of  various  parties  to  the  proceeding  and  to  weigh  their 
merits.  Such  a  task  is  far  from  simple  since,  as  economist 
Alfred  E.  Kahn  has  noted,  participants  in  such  proceedings  "have 
become  increasingly  skilled  and  assiduous  in  developing  prolonged, 
complex,  and  inconclusive  testimony"  on  the  proper  measurement 
of  a  firm's  cost  of  capital.  1/ 

Since  an  unequivocal  determination  of  a  carrier's  rate  of 
return  cannot  be  reached  even  after  lengthy  hearings,  some  dis¬ 
agreement  exists  concerning  whether  the  existing  rate  of  return 
procedures  are  necessary  or  whether  some  alternative  means  for 
setting  a  rate  of  return  might  be  used.  In  its  decision  in 
Docket  20376  the  Commission  stated  that  it  believed  the  inform¬ 
ation  contained  in  the  hearing  record  was  indeed  useful  in 
allowing  it  to  reach  a  decision  on  AT&T's  rate  of  return.  For 
example,  it  stated  that  while  no  one  method  for  determining  the 
appropriate  cost  of  equity  can  be  determinative,  presentations 
of  alternative  methods  serve  as  "useful  tools"  in  enabling  it 
to  use  its  judgment. 

Other  persons  we  spoke  with  believed  that  some  modifica¬ 
tions  in  existing  rate  of  return  procedures  are  possible.  For 
example,  a  former  Common  Carrier  Bureau  Chief  believed  FCC  could 
streamline  the  rate  of  return  setting  process  through  the  use  of 
a  rulemaking  which  could  narrow  the  areas  of  contention  and 
establish  a  specific  policy  or  procedure  for  setting  carriers' 
rates  of  return.  Alternative  approaches  which  could  be  con¬ 
sidered  include  the  establishment  of  a  "risk  premium" — an  ad¬ 
ditional  percentage  return  which  a  carrier  would  be  allowed  to 


1/Alfred  E.  Kahn,  "The  Economics  of  Regulation:  Principles 
and  Institutions."  New  York:  John  Wiley  &  Sons,  Inc.,  1970. 
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earn  based  on  the  relative  risk  associated  with  the  carriers' 
secur ities — which  would  be  added  to  the  return  on  more-or-less 
risk  free  investments,  such  as  Government  bonds,  to  determine 
the  carrier's  rate  of  return,  or  a  requirement  that  all  parties 
in  rate  of  return  proceedings  file  their  estimates  of  cost  of 
equity  in  a  format  designated  by  the  Commission. 

In  1976,  the  Federal  Power  Commission  (currently  the 
Federal  Energy  Regulatory  Commission)  had  sought  to  expedite 
its  own  consideration  of  rate  of  return  cases  by  establishing 
a  uniform  format  to  determine  the  cost  of  equity  capital  for 
natural  gas  pipeline  companies  and  public  utilities  as  well  as 
establishing  a  set  of  evidentiary  criteria  to  be  used  in  fixing 
rates  of  return.  This  would  have  required  parties  to  present 
their  estimates  of  cost  of  equity  capital  in  terms  of  a  dis¬ 
counted  cash  flow  format,  1/  although  alternative  methods  could 
be  submitted  in  addition.  A  Federal  Energy  Regulatory  Commis¬ 
sion  official  told  us  that  this  policy  was  intended  to  facili¬ 
tate  the  Commissioners'  ability  to  make  rate  of  return  deter¬ 
minations.  However,  due  to  opposition  to  the  policy  change,  no 
action  has  been  taken  on  it. 

An  economist  in  the  Common  Carrier  Bureau's  Economics 
Division  who  is  involved  in  rate  of  return  activities  told  us 
that  while  he  did  not  believe  FCC  could  alleviate  the  need  for 
evidentiary  hearings  in  rate  of  return  cases  entirely,  he  be¬ 
lieved  that  FCC  could  take  action  to  reduce  their  frequency. 

He  believed  that  FCC  could  through  a  rulemaking  establish  a 
procedure  whereby  specific  models  could  be  used  to  monitor  the 
cost  of  capital  between  formal  rate  of  return  proceedings.  As 
changes  in  cost  of  capital  occurred,  modifications  could  be  made 
in  a  carrier's  rate  of  return.  He  estimated  that  the  use  of 
such  an  approach  could  have  delayed  the  need  for  the  Docket 
79-63  rate  of  return  proceeding  by  approximately  1  to  1-1/2 
years . 

Rate  of  return  responsibility 

divided  between  FCC  and  State 

commissions 


Another  limitation  of  the  present  rate  of  return  setting 
procedures  is  that  FCC's  determinations  apply  only  to  a  carrier's 
interstate  operations.  Each  of  the  State  commissions  in  which  a 
carrier  operates  must  also  make  rate  of  return  determinations  for 
intrastate  operations  under  its  jurisdiction.  This  can  be  costly. 
For  example,  AT&T  told  us  that  it  could  not  determine  the  costs 


1/The  discounted  cash  flow  formula  which  the  Commission 
proposed  to  use  was: 


Rate  of  return  on 
equity  capital 


Annual  dividend 
Market  price 


Growth  rate 
+  of  dividends 


involved  for  all  of  its  companies  to  participate  in  rate  of  return 
proceedings;  however,  AT&T  estimated  that  it  would  spend  about 
$1,200,000  in  1980  on  fees  for  outside  witnesses  and  consultants 
in  such  proceedings.  AT&T  also  stated  that  most  of  the  time  of 
its  Financial  Requirements  Section  is  spent  on  such  matters. 

The  salaries  and  expenses  for  this  section  totaled  about  $525,000 
in  1980. 

While  consolidation  of  such  rate  of  return  proceedings  would 
appear  to  be  desirable  in  terms  of  eliminating  duplication 
of  effort,  one  carrier  noted  several  barriers  which  would  first 
have  to  be  overcome; 

— Different  State  commissions  use  varying  standards  and 
procedures  in  conducting  rate  of  return  cases. 

— Earnings  vary  from  jurisdiction  to  jurisdiction  and,  thus, 
the  need  for  rate  increases  will  occur  at  different  times 
in  different  States. 

— Different  operations  experience  different  risks,  and 
therefore  require  different  rates  of  return. 

While  other  parties  we  spoke  with  agreed  that  it  would  be 
difficult  to  consolidate  rate  of  return  hearings,  some  suggested 
that  greater  coordination  was  possible  between  FCC  and  State  com¬ 
missions.  Potential  opportunities  for  increased  coordination  in 
this  area  which  were  suggested  included  exchanging  rate  case 
information  and  establishing  a  Federal-State  Joint  Board  which 
would  collect  cost  of  capital  information.  The  information 
could  then  be  used  by  various  commissions  in  setting  rates  of 
return. 

Rate  of  return  proceedings 

do  not  focus  on  performance 

A  further  problem  which  has  been  raised  with  the  existing 
rate  of  return  setting  process  is  that  the  process  fails  to 
effectively  focus  on  what  should  be  a  major  concern  of  regula¬ 
tory  policy — the  performance  of  the  firm.  While  the  establish¬ 
ment  of  a  fair  rate  of  return  can  effectively  limit  a  firm's 
profits  while  enabling  the  firm  to  obtain  needed  capital,  it 
does  little  to  ensure  cost  efficiency.  It  may  instead  distort 
a  firm's  natural  incentives  and  encourage  inefficient  investment. 

The  fact  that  FCC's  rate  of  return  procedures  have  not  ef¬ 
fectively  focused  on  carrier  performance  was  noted  by  two  Com¬ 
missioners  in  FCC's  first  AT&T  rate  of  return  proceeding.  Docket 
16258.  One  Commissioner  noted  that  while  the  record  in  the  pro¬ 
ceeding  consisted  of  "the  traditional  stuff  of  ratemaking  deci¬ 
sions,"  it  did  not  get  at  the  heart  of  the  matter — providing  the 
company  incentives  to  achieve  efficiency  and  economy  in  its 
operation.  Another  Commissioner  also  pointed  out  the  need  for 
greater  focus  on  AT&T's  performance  and  questioned  whether  that 


end  could  be  accomplished  directly — for  example,  through  the  use 
of  some  type  of  performance  standards  rather  than  "by  beating 
around  the  bush  of  conventional  public  utility  financial 
issues." 

In  the  subsequent  rate  of  return  proceeding.  Docket  19129, 

PCC  used  a  procedure  which  was  ostensibly  intended  to  deal  with 
AT&T's  performance  to  some  extent  by  encouraging  AT&T  efficiency 
and  productivity.  In  this  proceeding,  FCC  used  what  was  termed 
a  "conscious  use  of  regulatory  lag."  This  allowed  AT&T  to  earn 
an  additional  0.5-percent  rate  of  return  if  it  could  be  achieved 
through  additional  efficiency  or  productivity  gains.  1/  Specifi¬ 
cally,  in  Docket  19129,  FCC  allowed  AT&T  to  file  tariffs  designed 
to  produce  an  overall  8.5-percent  rate  of  return.  However,  FCC 
stated  that  if  AT&T  were  able  to  achieve  a  9-percent  rate  of  re¬ 
turn  through  efficiency  and  productivity  gains,  FCC  would  take  no 
regulatory  action.  FCC  also  established  a  0.5-percent  range  in 
AT&T's  rate  of  return  in  Docket  20376. 

While  AT&T  has  been  able  to  earn  a  rate  of  return  in  excess 
of  the  minimum  level  established  by  FCC,  FCC  has  not  taken  any 
action  to  determine  whether  such  returns  have  resulted  from  im¬ 
provements  in  efficiency  and  productivity  or  from  other  factors. 
FCC  officials  recognized,  however,  that  such  increases  in  AT&T’s 
rate  of  return  could  result  from  changes  in  market  conditions  or 
inaccurate  tariff  filings,  as  well  as  from  productivity  and  ef¬ 
ficiency  increases.  At  the  same  time,  they  acknowledged  that  no 
investigation  has  been  undertaken  to  determine  the  reason  for 
such  increases.  A  former  Common  Carrier  Bureau  Chief  stated  that 
he  believed  the  0.5-percent  allowance  in  the  rate  of  return 
was  not  really  aimed  at  increasing  efficiency  and  productivity, 
but  rather  it  was  intended  to  simply  allow  FCC  more  time  be¬ 
tween  rate  of  return  cases. 

In  a  September  1979  Hearing  Order  in  AT&T’s  most  recent  rate 
of  return  proceeding.  Docket  79-63,  FCC  indicated  that  a  range 
for  AT&T's  rate  of  return  was  not  at  issue  in  the  proceeding. 
Rather,  a  separate  proceeding  would  be  initiated  to  consider  an 
allowance  for  efficiency  and  productivity.  As  of  August  1981,  no 
such  proceeding  had  yet  been  initiated.  In  its  April  1981  deci¬ 
sion  in  Docket  79-63  the  Commission  decided,  however,  to  allow  a 
0.25  percent  range  in  AT&T's  rate  of  return.  This  range  was,  how¬ 
ever,  established  to  reflect  the  volatility  in  current  economic 
and  financial  conditions — rather  than  being  tied  to  productivity 
and  efficiency. 


1/In  Docket  16258  FCC  also  allowed  a 
rate  of  return;  however,  its  order 
could  only  achieve  the  upper  level 


37 


0.5-percent  range  in  AT&T's 
did  not  specify  that  AT&T 
through  efficiency  gains. 
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Common  Carrier  Bureau  officials  told  us  that  they  believed 
an  examination  of  AT&T's  productivity  and  efficiency  would  be  a 
worthwhile  endeavor.  In  this  regard,  the  Economics  Division  Chief 
and  Economic  Studies  Branch  Chief  stated  that  while  such  an  inves¬ 
tigation  may  not  lead  to  the  development  of  any  hard  and  fast 
productivity  measures,  they  believed  that  it  would  nonetheless  be 
valuable  in  assessing  the  effects  of  regulation  on  AT&T's  per¬ 
formance.  A  Division  economist  involved  in  rate  of  return  activi¬ 
ties  believed,  however,  that  FCC  could  come  up  with  productivity 
and  efficiency  measures  to  be  used  in  regulating  AT&T.  1/ 

FCC's  monitoring  of  the  rate  of 
return — what  policy  isappropriate? 

In  addition  to  establishing  a  fair  rate  of  return  for  AT&T 
in  formal  rate  of  return  proceedings,  FCC  also  attempts  to  monitor 
the  carrier's  realized  rates  of  return  between  rate  proceedings. 
Various  other  financial  information  is  also  collected.  The  aim 
of  the  activity  is  to  determine  whether  AT&T  has  exceeded  its 
authorized  rate  of  return  or  whether  changes  in  cost  of  capital 
necessitate  the  initiation  of  a  rate  proceeding  if,  for  example, 
a  significant  drop  in  the  cost  of  capital  should  occur.  In  1979, 
an  occurrence  took  place  which  focused  attention  on  this  function 
and  raised  questions  concerning  the  policies  which  FCC  should 
follow  in  carrying  out  its  rate  of  return  responsibilities.  This 
was  FCC's  determination  that  AT&T  had  apparently  exceeded  its 
authorized  rate  of  return  in  1978. 

AT&T's  1978  excess  earnings 

In  early  1979  FCC  determined  that  AT&T  appeared  to  have 
exceeded  its  authorized  rate  of  return  as  specified  in  Docket 
20376.  In  that  Docket  FCC  had  authorized  AT&T  an  overall  rate 
of  return  of  9.5  percent  plus  an  additional  0.5  percent  which 
could  be  achieved  through  increased  productivity  and  efficiency. 
According  to  FCC  a  report  issued  by  AT&T  in  January  1979  showed 
its  ratio  of  net  earnings  to  average  net  investment  for  1978  was 
10.22  percent.  FCC  stated  that  this  equated  to  an  excess  earnings 
of  $99  million  above  the  authorized  10  percent  maximum.  Further 
study  of  the  matter  led  to  questions,  however,  concerning  whether 
the  figure  contained  in  the  report  was  accurate  or  whether  a 
different  figure  was  correct. 

In  October  1979,  FCC  issued  a  notice  of  inquiry  into  the 
excess  earnings  issue.  In  the  notice  FCC  asked  for  comments  on 
the  following  questions: 


1/Common  Carrier  Bureau  officials  told  us  in  July  1981  that  they 
plan  to  explore  carrier  productivity  and  efficiency  in  connec¬ 
tion  with  the  application  of  FCC's  section  214  authority. 

This  issue  is  to  be  taken  up  in  a  planned  extension  of  the 
Competitive  Carrier  Rulemaking  (Docket  79-252). 
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— What  is  the  appropriate  time  period  over  which  FCC  should 
consider  AT&T's  earnings— >a  calendar  year  or  some  other 
period? 

— What  measurement  of  AT&T's  rate  of  return  should  FCC  use? 

— Had  AT&T  exceeded  its  authorized  rate  of  return  for  1978 
and,  if  so,  by  what  amount? 

— What  action,  if  any,  should  FCC  take  regarding  any  excess 
earnings? 

In  the  notice,  FCC  also  discussed  more  broadly  the  policies 
it  should  follow  in  those  instances  in  which  carriers  earn  above 
their  allowed  rates  of  return.  For  example,  FCC  questioned 
whether  the  rate  of  return  prescription  should  be  viewed  solely 
as  a  "target"  earnings  rate  which  individual  tariffs  would  be 
designed  to  achieve  and,  if  so,  whether  it  should  prescribe  tar¬ 
iffs  if  the  earned  rate  of  return  varied  from  the  prescribed  rate 
of  return.  It  also  asked  whether  a  rate  of  return  prescription 
should  provide  an  upper  limit  to  the  earnings  of  a  common  carrier 
with  any  excess  revenues  being  returned  to  ratepayers. 

As  of  August  1981,  the  Commission  had  yet  to  issue  a  decision 
on  what  action  it  will  take  regarding  the  excess  earnings.  Some 
FCC  officials  we  spoke  with,  in  this  regard,  believed  that  a  lack 
of  Commission  action  on  this  proceeding  could  undermine  the  cre¬ 
dibility  of  their  rate  of  return  regulatory  program. 

FCC '8  REVIEW  OF  RATE 
BASE  AMD  EXPENSE  ITEMS 


FCC's  efforts  to  review  rate  base  and  expense  items  during 
the  past  decade  have  focused  around  a  single  proceeding — phase 
II  of  Docket  19129.  In  this  Docket  FCC  attempted  to  formally  and 
comprehensively  investigate  AT&T's  rate  base  and  expenses  as  well 
as  other  aspects  of  its  operations.  Both  before  the  initiation 
and  after  the  termination  of  this  Docket,  FCC  has  instead  used  an 
informal  "continuing  surveillance"  approach  for  rate  base  and  ex¬ 
pense  analysis.  Under  both  approaches  FCC  has  experienced  con¬ 
siderable  difficulty  in  establishing  any  meaningful  oversight  over 
AT&T's  operations. 

Continuing  surveillance 

Several  years  after  its  creation,  FCC  adopted  a  program  of 
continuing  surveillance  to  use  in  regulating  interstate  telephone 
rates.  This  program  was  designed  to  use  informal  negotiation 
between  the  FCC  and  AT&T  in  lieu  of  formal  rate  cases.  It  re¬ 
quired  AT&T  to  submit  various  reports  and  applications  to  the 
Commission,  including  applications  to  construct  interstate  facili¬ 
ties.  In  addition,  FCC  maintained  field  offices  which  were  respon¬ 
sible  for  interpreting  and  monitoring  compliance  with  accounting 
requirements  and  prescribing  depreciation  rates. 
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In  October  1965/  however,  the  Commission  began  a  formal 
investigation  into  AT&T's  charges  for  interstate  and  foreign 
communications  services.  It  initiated  Docket  16258  which  was  in¬ 
tended  to  examine  a  wide  range  of  matters,  including  the  rate  of 
return  required  by  AT&T,  the  amounts  properly  includable  as  rate 
base  and  expense  items,  and  other  aspects  of  AT&T's  operations. 
Docket  16258  ultimately  did  encompass  an  investigation  of  AT&T's 
fair  rate  of  return;  however,  a  formal  review  of  rate  base  and 
expense  items  was,  in  effect,  postponed  to  a  subsequent  pro¬ 
ceeding — Docket  19129,  phase  II. 

Docket  19129 — phase  II 

Docket  19129  was  initiated  on  January  20,  1971,  to  investi¬ 
gate  the  lawfulness  of  the  charges  of  AT&T  and  its  associated 
companies  for  interstate  and  foreign  communications  service. 

The  investigation  was  divided  into  two  phases.  Phase  I  was 
limited  primarily  to  the  determination  of  a  fair  rate  of  re¬ 
turn  on  AT&T's  interstate  services.  Phase  II  was  aimed  at 
other  aspects  of  AT&T's  operations,  including  an  investigation 
of  AT&T's  revenue  requirement.  1/ 

There  were  approximately  50  FCC  staff  conducting  the 
investigation — consisting  of  Common  Carrier  Bureau  personnel  and 
part-time  consultants.  AT&T  supplied  the  staff  with  over  one 
million  pages  of  documents  and  internal  records  during  the  in¬ 
vestigation.  Hearings  were  also  held  periodically  during  1974 
and  1975  during  which  some  16,000  pages  of  transcript  were 
recorded  and  almost  16,000  pages  of  exhibits  presented.  In  addi¬ 
tion,  FCC  awarded  several  outside  contracts  to  study  AT&T  opera¬ 
tions.  Cost  of  participation  were,  according  to  FCC,  approxi¬ 
mately  $4  million  for  the  FCC  Trial  Staff  and  almost  $6  million 
for  AT&T. 

The  overall  proceeding  lasted  over  6  years.  An  initial 
decision  was  issued  by  the  presiding  FCC  administrative  law  judge 
in  July  1976  and  the  Commission's  final  decision  was  adopted  in 
February  1977. 

FCC's  investigation  of  AT&T's  revenue  requirement  included 
an  examination  of  various  plant  and  expense  accounts  as  well  as 
a  review  of  such  items  as  AT&T's  construction  program,  the  utili¬ 
zation  of  the  interstate  telephone  network,  and  AT&T's  internal 
audit  program.  In  carrying  out  the  investigation,  FCC  did  not, 
however,  attempt  to  perform  a  complete  audit  of  AT&T.  Therefore, 


1/The  two  other  major  areas  considered  in  phase  II  dealt  with  (1) 
the  relationship  between  Western  Electric  and  the  rest  of  AT&T 
and  (2)  AT&T's  long-distance  (MTS)  rate  structure. 
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the  dollar  amounts  reported  by  AT&T  for  its  plant  items  were 
generally  accepted  as  accurate.  1/ 


Lack  of  past  oversight 
hampers  FCC's  investigation 


In  spite  of  the  time  and  effort  expended  during  phase  II 
FCC  experienced  considerable  difficulty  in  determining  the  rea¬ 
sonableness  of  AT&T's  rate  base  and  expense  items — particularly 
those  involving  the  largest  expenditure  of  funds.  As  recognized 
by  FCC  throughout  the  proceeding,  these  problems  were  greatly 
compounded  by  the  lack  of  previous  FCC  oversight  of  such  items 
under  its  continuing  surveillance  program.  This  is  clearly  il¬ 
lustrated  by  FCC's  attempts  to  deal  with  AT&T's  construction 
program,  its  utilization  of  the  interstate  network  and  its 
maintenance  expenses.  2/ 

AT&T's  construction  program 

FCC's  investigation  of  AT&T's  construction  program  during 
phase  II  revealed  that  past  regulatory  oversight  had  been  inade¬ 
quate  and  more  extensive  review  would  be  required  in  the  future. 

In  his  initial  decision  in  phase  II,  the  presiding  administrative 
law  judge  concluded  that  neither  FCC  nor  State  public  utility 
commissions  had  exercised  the  necessary  scrutiny  over  AT&T's  con¬ 
struction  expenditures.  This  dearth  of  review  of  construction 
expenditures  by  the  responsible  regulatory  agencies,  he  believed, 
precluded  them  "from  acting  responsibly  and  decisively  to  problems 
as  they  arise."  In  this  regard,  he  added  that  reviews  by  most 
State  commissions  were,  at  best,  little  more  than  informal  dis¬ 
cussions  between  commission  staffs  and  company  personnel  and  that 
FCC  review  was,  seemingly,  even  less  in  depth.  In  its  final  de¬ 
cision,  the  Commission  agreed  that  more  effective  review  of  the 
construction  program  was  needed  in  the  future. 

Network  utilization 


The  inadequacy  of  past  FCC  review  also  hampered  the  Commis¬ 
sion's  ability  to  deal  in  Docket  19129  with  problems  relating  to 
AT&T's  utilization  of  the  interstate  telecommunications  network. 


1/During  the  test  year  of  1972  used  in  phase  II,  AT&T's  interstate 
rate  base,  as  specified  in  the  Commission's  final  order,  totaled 
approximately  $15.4  billion  and  its  expenses  approximately  $5.3 
billion.  In  1980,  AT&T's  interstate  rate  base  and  expenses,  in¬ 
cluding  taxes,  totaled  approximately  $29.2  billion  and  $13.7 
billion,  respectively. 

2/FCC's  actions  and  problems  relating  to  various  other  rate  base 
and  expense  items  are  discussed  in  appendix  VIII.  Issues  re¬ 
lating  to  AT&T's  depreciation  expense  and  its  costs  for  in¬ 
stalling  telephones  and  other  station  apparatus  are  discussed 
in  chapter  7. 
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While  the  record  established  during  the  proceeding  indicated  that 
the  network  had  been  underutilized  during  the  test  year  of  1972, 
PCC  declined  to  take  retroactive  action  since  it  believed  its 
own  lack  of  oversight  placed  with  it  some  responsibility  for  the 
problem.  Again  FCC  called  for  increased  future  oversight. 

Because  AT&T's  efficiency  in  using  the  interstate  toll 
network  directly  impacts  its  rate  base,  regulatory  oversight  is 
needed  to  ensure  that  the  network  operates  at  its  lowest  cost 
and  most  efficient  level.  Such  oversight  includes  a  review  of 
service  standards  and  utilization  objectives  developed  by  AT&T 
and  its  adherence  to  them.  If  service  standards  are  too  high  or 
network  utilization  too  low,  an  over-investment  in  facilities 
would  occur  which  would,  in  turn,  increase  the  carrier's  rate 
base  and  revenue  requirement.  If,  on  the  other  hand,  service 
standards  are  too  low  or  utilization  too  high,  service  problems 
could  occur.  Among  other  things,  this  could  result  in  increased 
congestion  of  facilities,  particularly  during  hours  of  peak  usage, 
which  would  reduce  a  customer's  ability  to  successfully  complete 
a  telephone  call. 

In  Docket  19129,  FCC  questioned  both  the  utilization 
objectives  established  by  AT&T  and  its  actual  utilization  of  the 
network.  It  noted,  in  this  regard,  that  AT&T  had  not  justified 
its  network  utilization  standard  as  being  reasonable  for  effec¬ 
tive  utilization  of  its  interstate  toll  network.  FCC  also  as¬ 
serted  that  actual  utilization  of  the  network  had  been  far  below 
even  the  objectives  which  AT&T  had  set.  To  compensate  for  this 
underutilization,  the  staff  had  recommended  to  the  administrative 
law  judge  a  disallowance  of  $305.7  million  from  AT&T's  rate  base. 
While  AT&T  did  not  dispute  the  conclusion  that  the  network  had 
been  underutilized,  it  argued  that  such  underutilization  had 
occurred  because  high  growth  rates  in  demand  for  service  which 
had  been  forecast  did  not  materialize. 

In  its  decision  the  Commission  accepted  the  conclusion  that 
the  interstate  telephone  network  had  been  underutilized;  however, 
it  determined  that  a  retroactive  disallowance  of  funds  in  the  rate 
base  should  not  be  made.  The  Commission  stated  that  while  AT&T 
was  partly  responsible  for  the  underutilization,  because  of  its 
responsibility  for  facilities  authorization  under  section  214  of 
the  Communications  Act,  1/  it  must  also  bear  a  portion  of  the 
blame.  In  this  regard  tKe  presiding  administrative  law  judge  had 
noted  that  neither  the  Commission  or  its  staff  had  ever  conducted 
an  in  depth  study  of  network  utilization.  Thus,  he  believed 
retroactive  criticism  in  this  matter  was  warranted  only  on  a 
showing  of  arbitrary  or  capricious  management. 


1/Under  section  214,  before  constructing  or  extending  a  communi¬ 
cations  "line,"  carriers  must  obtain  from  FCC  a  certificate 
that  such  action  serves  the  public  convenience  or  necessity. 
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Although  it  declined  to  take  retroactive  action,  the  Commis¬ 
sion  stated  that  the  issue  of  network  utilization  was  vital  and 
increased  regulatory  vigilance  in  the  future  was  needed.  The 
Commission  directed  the  staff  of  the  Common  Carrier  Bureau  to 
develop  regular  reporting  requirements  and  changes  to  the  section 
214  authorization  procedures  which  would  permit  better  oversight 
of  network  management  and  utilization.  In  the  interim,  it  also 
required  AT&T  to  demonstrate  as  part  of  its  regular  section  214 
justification,  that  any  proposed  addition  to  the  network  would 
not  exacerbate  underutilization  of  the  network  and  to  take 
remedial  action  to- correct  that  which  existed. 

Maintenance  expense 

FCC's  difficulty  in  reviewing  rate  base  and  expense  items 
was  further  demonstrated  in  its  investigation  of  AT&T's  mainte¬ 
nance  expenses.  Maintenance  expenses  represent  the  largest  cate¬ 
gory  of  interstate  operating  expenses — totaling  about  $1.3  billion 
in  1972  or  about  31  percent  of  all  expenses  (excluding  taxes). 
Although  the  Commission  concluded  that  AT&T  had  not  demonstrated 
the  reasonableness  of  such  expenses,  it  found  that  evidence  pre¬ 
sented  in  the  proceeding  was  insufficient  for  it  to  disallow  any 
expenses  from  AT&T’s  revenue  requirements. 

In  its  presentation,  FCC's  staff  noted  several  problems 
relating  to  AT&T's  expenditures  for  maintenance  expenses: 

— Maintenance  expenses  had  increased  at  a  faster  rate  than 
average  plant  from  1966  to  1973. 

— Certain  maintenance  functions'  productivity  had  been 
decreasing. 

— AT&T's  operating  companies  maintenance  expenses  were 
increasing  at  widely  differing  rates. 

In  addition,  the  staff  maintained  that  unless  AT&T  adequately 
justified  maintenance  expenses  they  should  be  disallowed. 

In  its  decision,  the  Commission  agreed  that  AT&T  had  not  "in 
any  sense"  demonstrated  the  reasonableness  of  its  maintenance  ex¬ 
penditures.  Rather,  it  said 

"*  *  *  the  sole  evidence  AT&T  offered  was  the 
existence  of  its  maintenance  accounts  and  the 
bald  assertion  that  they  were  reasonable  and 
necessary  to  the  rendition  of  interstate  tele¬ 
phone  service." 

The  Commission  found,  however,  that  the  staff  had  not  developed 
evidence  which  was  sufficient  to  demonstrate  imprudence  on  the 
part  of  AT&T — noting  that  the  staff  had  relied  on  an  examination 
of  AT&T  expense  ratios  rather  than  challenging  the  accuracy  of 
maintenance  figures. 
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In  his  initial  decision  the  presiding  administrative  law 
judge  also  concluded  that  the  staff  had  "put  too  many  eggs  in  one 
basket"  in  relying  on  an  expense  ratio  analysis.  He  went  on  to 
note  that  the  problem  of  understanding  and  evaluating  the  prudence 
of  maintenance  expenditures  was  both  complicated  and  somewhat 
arcane  in  the  sense  that  a  great  deal  of  subjective  management 
judgments  were  involved,  and  there  was  probably  no  one  on  the 
Commission's  staff  with  a  sufficient  combined  background  of 
engineering,  accounting,  and  technical  management  needed  to  fully 
grasp  and  comprehend  the  subject.  He  added  that  until  the  Commis¬ 
sion  could  find  or  train  the  proper  experts,  it  would  obviously 
be  at  a  marked  disadvantage  in  the  performance  of  its  regulatory 
responsibilities  in  the  particular  area  of  maintenance  expenses. 

The  Commission  stated  that  greater  certainty  in  the  area  of 
maintenance  expense  was  needed.  Toward  this  end,  it  required 
AT&T  to  submit  an  affirmative  plan  for  monitoring  the  performance 
of  its  maintenance  program.  In  August  1977,  AT&T  filed  such  a 
plan  with  FCC.  However,  as  noted  on  page  46  little  if  any  further 
analysis  of  this  area  has  been  undertaken  by  FCC. 

The  proceeding's 
effectiveness  and  future  plans 

Both  the  Commission,  in  its  final  decision,  and  the  adminis¬ 
trative  law  judge,  in  his  initial  decision,  questioned  the  effec¬ 
tiveness  of  Docket  19129,  phase  II,  and  set  forth  proposals  for 
future  procedures  to  deal  with  rate  base  and  expense  items  and 
other  aspects  of  AT&T's  operations.  In  general,  both  agreed  that 
the  proceeding  had  been  too  broad,  and  that  a  different  approach 
was  needed  in  the  future. 

The  administrative  law  judge  believed  that  there  was  promise 
in  a  "continuing  surveillance"  approach  to  regulation,  although 
FCC's  administration  of  such  an  approach  had  been  deficient  in 
the  past.  In  this  regard,  he  cited  a  1973  report  by  the  Admin¬ 
istrative  Conference  of  the  United  States  which  found  that  the 
continuing  surveillance  as  practiced  by  FCC  was  a  "misnomer,” 
since  the  Commission  had  little  mastery  of  the  subject  it  pur¬ 
ported  to  scrutinize.  He  added  that  it  seemed  that  since  the 
19308  "there  never  was  a  realistic  intent  on -the  government's 
part  to  regulate  AT&T  and  the  other  common  carriers  in  the  tele¬ 
communications  field." 

To  regulate  AT&T  in  the  future,  the  judge  called  for  a 
regulatory  program  which  would  include: 

--adopting  rules  and  regulations  prescribing  formal  "audit" 
procedures  on  a  periodic  basis  of  all  carriers,  followed 
by  formal  reporting  procedures  with  audit  reports  retained 
in  a  public  file; 

— designating  hearings,  as  necessary,  on  narrow  or 
restricted  issues;  and 
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— scheduling  conferences  from  time  to  time  to  allow 
participation  by  consumers,  trade  suppliers,  and 
other  parties. 

In  addition,  he  called  for  FCC  to  employ  or  train  an  adequate 
number  of  specialists  in  all  disciplines  relevant  to  its  responsi¬ 
bilities.  He  also  advocated  improvements  in  FCC's  data  collection 
activities.  In  this  regard,  he  stated  that  a  wholesale  review  of 
FCC's  Uniform  System  of  Accounts  was  an  absolute  necessity.  FCC's 
efforts  to  revise  the  Uniform  System  of  Accounts  are  discussed  in 
chapter  5. 

In  its  decision,  the  Commission  favored  a  somewhat  different 
approach,  it  stated  that,  "where  appropriate,  future  major  cases 
should  be  conducted  first  with  a  general  rulemaking  to  establish 
major  principles."  Once  general  policies  had  been  established, 
implementation  of  them  could  be  carried  out  on  a  case-by-case 
basis  using  formal  or  informal  adversary  proceedings  or  partial 
audits. 

Regarding  the  administrative  law  judge's  recommendation  for 
increased  auditing  by  FCC,  the  Commission  noted  that  audits  could 
be  used  to  determine  areas  of  carriers'  operations  which  require 
further  investigation.  However,  it  did  not  believe  a  complete 
audit  would  be  an  appropriate  or  efficient  way  to  determine  the 
reasonableness  of  AT&T's  rate  base  or  expenses  or  the  costs  as¬ 
sociated  with  providing  individual  services.  Rather,  it  stated 
a  more  reasonable  approach  would  be  to  audit  only  those  services 
or  areas  in  which  "a  significant  question  or  dispute  has  arisen." 

FCC’s  current  program  for 
monitoring  rate  base  and 
expense  items  remains  a  misnomer 

Since  the  conclusion  of  Docket  19129,  phase  II,  FCC's  review 
of  rate  base  and  expense  items  has  once  again  been  conducted  on 
a  "continuing  surveillance"  basis.  However,  relatively  little 
time  and  attention  has  been  devoted  to  this  surveillance.  While 
FCC  has  taken  action  to  address  some  of  the  concerns  raised  in 
Docket  19129 — such  as  increasing  oversight  over  network  operations 
and  revising  the  treatment  of  station  connections  and  asset  re¬ 
tirements  1/ — it  has  done  little  or  nothing  on  many  others.  Thus 
FCC  has  fallen  far  short  of  the  agenda  which  it  established  for 
itself  in  Docket  19129  to  exercise  needed  oversight  and  control 
over  AT&T's  interstate  revenue  requirements. 

Responsibility  for  reviewing  rate  base  and  expense  items  is 
divided  primarily  among  three  divisions  within  FCC's  Common  Car¬ 
rier  Bureau — the  Economics  Division,  the  Domestic  Facilities 


1/FCC  actions  relating  to  station  connections  and  asset  retire¬ 
ments  are  discussed  in  chapter  7. 
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Division,  and  the  Accounting  and  Audits  Division.  Other  divi¬ 
sions  in  the  Bureau  are  involved  only  on  an  ad  hoc  basis. 

Economics  Division 


Primary  responsibility  for  reviewing  rate  base  and  expense 
items  within  the  Economics  Division  has  been  assigned  to  the 
Cost  Analysis  Branch.  Among  the  responsibilities  assigned  to 
it  are  the  following: 

— Develop  methods,  procedures  and  standards  for  testing 
the  reasonableness  of  investment  costs  and  expenses 
reported  by  communications  common  carriers. 

— Continually  review  and  compare  investment  and  expense 
cost  data  reported  by  carriers.  Identify  and  investigate 
deviations  from  cost  standards  and  initiate  or  recommend 
corrective  action. 

— Monitor  continually  components  and  amounts  in  the  rate 
bases  of  carriers.  Identify  areas  where  the  items  in¬ 
cluded  appear  unreasonable  or  inappropriate  and  initiate 
or  recommend  appropriate  action. 

— Develop  principles  concerning  carrier  rate  base  and 
structure  for  use  in  tariff  review  and  rate  investiga¬ 
tions.  Review  the  general  level  of  carrier  rates,  rate 
base  and  expenses  and  recommend  areas  requiring  further 
investigation,  as  appropriate. 

— Develop,  in  coordination  with  the  Accounting  and  Audits 
Division,  information  requirements  for  costs  and  rate  base 
analysis. 

During  our  audit  work,  a  formal  Cost  Analysis  Branch  did  not, 
however,  exist  within  the  Economics  Division.  Throughout  most  of 
calendar  year  1980  this  branch  and  the  Economic  Studies  Branch 
were  without  chiefs  and  the  Division  was  without  a  full-time  chief. 
As  a  result,  we  were  told  work  was  being  carried  out  in  four  in¬ 
formal  working  groups,  one  of  which  was  assigned  cost  analysis 
responsibility.  Only  one  or  two  persons  were  involved,  however, 
in  cost  analysis  activities. 

Economics  Division  officials  in  the  cost  analysis  group  told 
us  that  no  ongoing  program  for  monitoring  rate  base  and  expense 
items  existed  within  the  Division.  While  a  Division  economist 
said  that  some  work  has  been  done  within  the  Bureau  relating  to 
rate  base  issues  raised  in  Docket  19129 — such  as  facilities  con¬ 
struction,  station  connections,  and  asset  retirements — no  overall 
review  has  been  conducted.  He  added  that,  except  for  depreciation, 
no  analysis  of  AT&T  expenses  has  been  undertaken — noting,  in  this 
regard,  that  nothing  had  been  done  by  FCC  to  address  the  concerns 
raised  in  Docket  19129  regarding  AT&T's  maintenance  expenses.  In 
general,  he  said  that  most  of  the  cost  analysis  group's  time  had 
been  spent  on  cost  of  capital  and  depreciation  issues. 
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The  previous  Cost  Analysis  Branch  Chief  told  us  that  little 
or  no  rate  base  or  expense  analysis  had  been  conducted  in  the 
Branch  during  his  tenure  as  well.  He  said  that,  in  essence, 
the  Branch  had  never  really  functioned  as  intended.  Instead, 
personnel  had  been  primarily  involved  in  working  on  "crash 
dockets”  dealing  with  other  issues. 

Economics  Division  officials  including  the  present  and 
previous  Division  Chiefs  cited  as  a  primary  reason  for  not 
carrying  out  rate  base  and  expense  analysis  functions,  the 
inherent  difficulty  of  such  tasks.  In  this  regard  the  Econ¬ 
omics  Division  Chief  said  that  he  was  not  optimistic  about 
FCC's  ability  to  perform  rate  base  and  expense  analysis  par¬ 
ticularly  for  a  firm  the  size  of  AT&T.  Consequently,  he  was 
unsure  what  would  be  done  to  carry  out  these  functions  in  the 
future. 

In  addition  to  the  inherent  difficulties  in  carrying  out 
rate  base  and  expense  analysis,  Division  officials  pointed  out 
several  other  problems  which  had  hindered  their  efforts.  One 
frequently  cited  problem  was  that  the  Division  was  without  full¬ 
time  leadership  for  over  a  year.  In  this  regard,  both  the  present 
and  a  former  Division  chief  agreed  that  the  Division  had  not  func¬ 
tioned  up  to  par  and  needed  to  be  pulled  back  into  the  mainstream 
of  the  Bureau's  regulatory  activities. 

Another  often  mentioned  problem  was  the  lack  of  intrabureau 
coordination,  particularly  between  the  Economics  and  Accounting 
and  Audits  Divisions.  Officials  including  the  present  and 
former  Economics  Division  Chiefs  told  us  that  animosity  existed 
between  the  Divisions  for  a  variety  of  reasons — including  dis¬ 
putes  over  how  to  handle  revisions  of  the  Uniform  System  of 
Accounts  and,  thus,  little  coordination  had  taken  place.  The 
Economics  Division  Chief  told  us,  in  this  regard,  that  he  be¬ 
lieved  coordination  between  the  two  divisions  was  essential 
and  he  planned  to  initiate  action  to  improve  their  relationship 
in  the  future. 

Domestic  Facilities  Division 

The  Domestic  Facilities  Division  is  responsible  for  adminis¬ 
tering  FCC's  responsibilities  under  section  214  of  the  Communica¬ 
tions  Act  of  1934.  The  Division's  functions  include  developing 
policy  and  procedures  for  authorizing  and  regulating  the  domestic 
transmission  facilities  used  by  interstate  common  carriers.  This 
includes  authorizing  AT&T's  "blanket  application,"  which  contains 
its  facilities  construction  proposals  for  a  given  year  required 
under  section  214  of  the  Communications  Act. 

The  Division  is  also  responsible  for  maintaining  general 
oversight  over  the  interstate  telecommunications  network.  To 
accomplish  this,  a  Network  Analysis  Branch  has  been  established 
within  the  Division.  Its  responsibilities  include  studying  the 
nationwide  telecommunications  network  to  determine  the  nature  of 


its  operation  and  the  methods  by  which  the  carrier  determines  the 
need  for  new  or  additional  facilities  and  providing  support  and 
recommendations  for  the  development  of  facility  authorization 
programs  designed  to  reduce  unnecessary  investment  in  facilities, 
taking  into  account  network  efficiency  and  utilization,  among 
other  factors. 

Discussions  with  a  recently  resigned  Domestic  Facilities 
Division  Chief,  the  Network  Analysis  Branch  Chief,  and  other 
Division  officials  revealed,  however,  that  while  some  progress 
has  been  made,  problems  in  determining  the  reasonableness 
of  facilities  construction  and  network  utilization  cited  in 
Docket  19129,  phase  II  still  exist.  A  primary  reason  cited 
for  this  was  the  difficulty  in  understanding  a  subject  as 
broad  and  complex  as  the  operation  of  the  interstate  telecom¬ 
munications  network,  particularly  in  light  of  FCC's  past  lack 
of  oversight  in  this  area. 

In  this  regard  these  officials  stated  that  FCC  recognized 
in  Docket  19129  the  difficulty  in  attempting  to  regulate  AT&T's 
facilities  investment  retroactively.  Thus,  it  determined  that 
a  more  prospective  approach  should  be  applied.  To  accomplish 
this,  in  1975  the  Common  Carrier  Bureau  established  a  network 
analysis  function,  which  was  charged  with  developing  an  under¬ 
standing  of  the  interstate  telecommunications  network.  In  1979 
this  activity  was  expanded  from  two  positions  to  eight  positions 
when  a  formal  Network  Analysis  Branch  was  formed. 

The  Network  Analysis  Branch  Chief  told  us  that  FCC  has 
generally  reviewed  AT&T's  facilities  on  an  informal  basis  rather 
than  in  the  context  of  formal  proceedings.  He  said  that  they 
have,  on  numerous  occasions,  asked  AT&T  questions  about  its 
facilities'  operations,  which  he  believed,  in  some  cases,  have 
led  AT&T  to  improve  its  facilities'  plans.  He  acknowledged  that 
such  a  claim  would,  however,  be  difficult  to  document.  The 
Branch  Chief  also  believed  that  some  progress  had  been  made  to¬ 
ward  improving  FCC  oversight  over  the  utilization  of  the  inter¬ 
state  telecommunications  network,  as  the  Commission  ordered  in 
Docket  19129.  He  said,  however,  it  would  be  a  good  distance  in 
the  future  before  FCC  could  evaluate  the  service  standards  and 
utilization  methods  used  by  AT&T  to  the  extent  necessary  for  it 
to  be  able  to  exercise  any  real  control  over  AT&T's  facilities 
applications. 

In  addition  to  the  complexity  of  such  a  review,  another  fac¬ 
tor  which  may  affect  the  Branch's  effectiveness  in  regulating 
AT&T's  facilities  investment  is  the  language  presently  contained 
in  section  214  of  the  Communications  Act.  Under  section  214,  FCC 
is  given  authorization  authority  over  interstate  communication 
"lines."  Generally,  FCC  has  interpreted  this  authority  narrowly— 
to  cover  only  interstate  transmission  facilities  and  to  exclude 
other  facilities,  such  as  switches.  Under  such  an  interpretation 
FCC  has  facilities  authorization  authority  over  only  a  very  small 


percentage  of  AT&T's  rate  base-approximately  3  to  5  percent  ac¬ 
cording  to  one  FCC  official's  estimate.  1/  Although  Bureau  of¬ 
ficials  including  the  Network  Analysis  Branch  Chief  believed  that 
FCC  might  be  able  to  assert  jurisdiction  over  other  types  of  car¬ 
rier  facilities  including  switching,  some  uncertainty  exists.  In 
addition,  one  official  said  no  attempt  has  been  made  to  do  so 
because  FCC  is  reluctant  to  try  and  expand  its  authority  because 
it  lacks  the  resources  necessary  to  review  such  additional  facil¬ 
ities. 

Officials  including  the  Network  Analysis  Branch  Chief  and 
a  former  Division  Chief,  said  that  a  further  problem  relating 
to  the  facilities  review  process  under  section  214  is  that 
facilities  which  are  submitted  for  approval  have  been  decided 
on  by  the  carrier  several  years  earlier.  Without  understanding 
the  decisionmaking  process  which  led  to  the  application,  it  was 
difficult  for  FCC  to  determine  the  need  for  the  facilities  and 
the  reasonableness  of  their  cost.  To  better  carry  out  their 
responsibilities,  they  said  FCC  needed  to  get  more  involved 
in  the  facility  planning  process. 

According  to  the  Network  Analysis  Branch  Chief  FCC  is 
in  the  process  of  evaluating  its  facilities  authorization  pro¬ 
gram  and  attempting  to  formulate  procedures  which  will  better 
enable  them  to  carry  out  their  responsibilities  in  the  future. 

He  said  a  Notice  of  Proposed  Rulemaking  will  be  issued  on  this 
subject,  although  he  did  not  know  when  this  would  occur. 

Accounting  and  Audits  Division 

This  Division  is  responsible  for  administering  FCC's  Uniform 
System  of  Accounts;  reviewing  and  approving  the  carriers'  ac¬ 
counting  reports,  reviewing  and  summarizing  the  carriers'  finan¬ 
cial  and  operating  reports;  auditing  the  carriers'  financial  and 
operating  practices,  procedures,  and  records;  and  recommending 
to  the  Commission  annual  carrier  depreciation  rates.  2/  The 
Division  has  one  field  office  located  in  New  York  City  to  aid 
it  in  carrying  out  its  audit  function. 

The  Division's  accounting  activities  have  generally  centered 
around  the  approval  of  various  plant  account  journal  entries, 
providing  interpretations  of  the  Commission's  accounting  rules 


1/FCC  can  retroactively  review  the  reasonableness  of  other 
interstate  facilities,  including  switching,  as  was  attempted 
in  Docket  19129,  phase  II;  however,  as  FCC's  experience 
indicated,  such  a  retroactive  review  is  plagued  by  diffi¬ 
culties. 

2/FCC's  activities  in  setting  depreciation  rates  and  their 
implications  in  a  more  competitive  environment  are  discussed 
in  chapter  7. 
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and  providing,  as  requested,  support  to  the  Hearing  Division  on 
accounting  questions  related  to  rate  of  return  cases.  The  Divi¬ 
sion’s  responsibilities  regarding  the  revisions  to  the  Uniform 
System  of  Accounts  which  are  discussed  in  chapter  5  have  not  been 
clear,  resulting  largely  in  an  ad  hoc,  disjointed  input. 

The  auditing  capabilities  the  Division  needs  to  review 
rate  base  and  expense  items  virtually  do  not  exist.  The  audit 
capabilities  would  determine  whether 

— the  carrier  is  maintaining  effective  control  over 
revenues,  expenditures,  assets,  and  liabilities; 

— the  carrier  is  properly  accounting  for  its  resources, 
liabilities,  and  operations; 

— the  carrier's  financial  reports  contain  accurate, 
reliable,  and  useful  financial  data;  and 

— the  carrier  is  complying  with  the  requirements 

of  the  Commission's  regulatory  rules  and  regulations. 

According  to  the  Acting  Chief  of  the  Division,  anything  which 
would  resemble  the  audit  function  described  above,  other  than 
some  ongoing  onsite  work  by  the  New  York  office,  has  not 
existed  at  the  Commission.  He  attributed  this  to  the  lack  of 
resources,  the  priority  use  of  the  audit  staff  for  other  tasks, 
and  the  general  misunderstanding  at  the  Commission  of  the  impor¬ 
tance  of  auditing  and  its  relationship  to  regulatory  functions. 

In  this  regard,  the  former  Division  Chief  said  that  the  Divi¬ 
sion's  role  has  depended  largely  on  how  the  Bureau  Chief  has 
perceived  the  Division  function.  He  said  that  each  of  the  past 
three  Bureau  Chiefs  have  handled  things  differently,  each  time 
with  a  direct  impact  on  the  Division's  work  approach. 

Our  review  of  the  23  ongoing  or  recently  completed  projects 
by  the  Division's  Washington  staff  as  of  August  1980  showed  that 
7  were  administrative,  10  dealt  with  accounting  activities,  5  re¬ 
lated  to  audit  activities,  and  1  was  an  internal  FCC  audit.  Of 
the  five  audit  projects  none  were  specifically  geared  to  review 
expense  items  of  the  domestic  common  carriers.  One  was  to  re¬ 
view  the  audit  reports  received  from  the  field.  One  was  essen¬ 
tially  a  desk  or  forms  audit  concerning  whether  financial 
material  submitted  by  the  carriers  was  correctly  added  and  shown 
in  the  appropriate  form  and  schedule.  Two  were  for  international 
activities  and  one  related  to  the  separations  process.  The 
large  number  of  administrative  projects,  we  were  told  by  the 
Audits  Branch  Chief,  was  necessary  to  him  because  of  his  newness 
to  the  position. 

The  Division's  New  York  office  at  the  time  of  our  review 
represented  the  Commission's  ongoing  "hands  on"  onsite  audit 
activity.  It  consisted  of  nine  auditors  and  two  administrative 
persons.  The  audit  activities  of  the  office  are  determined 


by  the  office  chief  and  as  directed  by  the  Division's  auditing 
branch.  The  office  chief  said  that  he  determines  what  audit 
work  to  do  by  (1)  reading  the  trade  press,  (2)  reading  FCC 
dockets  and  "Major  Matters  Before  the  Commission",  and  (3)  re¬ 
viewing  carrier  supplied  data  and  noting  any  glaring  changes. 

The  office's  work  has  largely  been  done  in  a  vacuum.  The  Chief 
of  the  New  York  field  office  said  that  other  divisions  of  the 
Bureau  are  not  coming  to  him  asking  for  assistance  on  projects 
which  he  or  the  New  York  office  may  have  some  knowledge  or  have 
done  some  work.  For  example,  the  New  York  office  has  not  been 
asked  for  input  regarding  the  Commission's  revision  of  the 
Uniform  System  of  Accounts  or  establishment  of  separate  subsid¬ 
iaries  in  the  Computer  II  Decision.  The  official  said  the 
reports  done  by  the  New  York  office  will  go  to  other  divisions 
within  the  Common  Carrier  Bureau  if  the  Accounting  and  Audits 
Division  Chief  determines  that  the  reports  would  be  of  interest 
and  useful  to  the  other  divisions.  Often,  the  official  said, 
they  complete  a  project,  prepare  a  report,  and  then  look  around 
to  see  if  anyone  has  an  interest  in  their  work. 

The  New  York  office  audit  work  serves  as  FCC's  ongoing 
audit  of  AT&T.  The  Chief  of  the  New  York  field  office  noted 
that  from  their  work  at  AT&T's  New  York  Telephone  Company  they 
can  generalize  about  the  rest  of  AT&T.  This  is  done  by  asking 
AT&T  if  conditions  found  by  the  audit  at  New  York  Telephone 
also  exist  at  other  operating  companies.  The  official  noted, 
however,  that  it  would  be  far  more  preferable  to  have  audit 
teams  visit  and  audit  similar  activities  at  the  other  operating 
companies.  The  official  noted  that  without  additional  per¬ 
sonnel  and  travel  moneys  it  was  not  possible  for  his  group  to 
go  beyond  the  New  York  area. 

Three  of  the  nine  auditors  at  the  New  York  office  at  the 
time  of  our  review  were  involved  in  reviewing  the  carrier's 
annual  financial  report.  This  review,  a  desk  audit,  is  looking 
to  see  whether  the  information  is  (1)  being  reported  properly, 

(2)  reported  in  the  right  columns,  (3)  reported  and  presented 
in  the  p-oper  forms,  and  (4)  consistent.  This  desk  audit,  ac¬ 
cording  to  the  Chief  of  the  New  York  field  office,  is  not  in¬ 
tended  to  check  whether  the  reported  information  is  accurate  or 
reliable,  only  that  the  financial  forms  are  consistent.  This 
official  and  another  New  York  field  office  auditor  noted  in 
this  regard  that  they  did  not  see  this  as  a  useful  exercise  since 
the  first  thing  they  will  do  when  looking  at  a  particular  activ¬ 
ity  of  a  company  is  to  review  the  income  statement,  balance 
sheet,  and  other  supporting  records. 

The  above  activities  of  FCC's  Accounting  and  Audits  Division 
do  not  represent  a  well  designed  program  which  can  assure  the 
regulator  that  a  regulated  company  is  performing  in  an  efficient, 
economical  manner.  Based  on  the  limited  hands-on  audits  of 
domestic  common  carriers  FCC  has  not  systematically  assessed 
carriers'  rate  base  and  expenses,  and  is  in  no  position,  for 
example,  to  detect 
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— wasteful  use  of  property; 


— procurement  and  accumulation  of  unneeded  or  excess 
quantities  of  property,  materials,  or  supplies; 

— inefficient  or  uneconomical  use  of  equipment; 

— duplication  of  effort  by  employees  or  between 
organizational  units;  and 

— performance  of  work  which  serves  little  or  no  useful 
purpose . 

It  is  not  our  intent  to  suggest  that  FCC  should  be  in  a 
position  to  audit  all  the  activities  of  all  the  regulated  car¬ 
riers.  The  resource  requirements  would  be  overwhelming.  Rather, 
we  see  three  changes  to  FCC's  existing  audit  approach.  First, 

FCC  must  recognize  that  accounting  and  auditing  are  essential 
tools  of  the  regulator  which  complement  all  other  elements  of  its 
regulatory  program.  To  use  these  tools  the  agency  needs  to  have 
or  develop  knowledgeable  and  experienced  people.  This  develop¬ 
ment  can  be  enhanced  by  hands-on,  onsite  audit  experience. 

Second,  FCC  needs  to  set  priorities  for  its  audit  work, 
thereby  establishing  coverage  of  a  carrier's  activities  which 
can  provide  the  Commission  timely  and  adequate  information  on 
performance.  For  example,  AT&T's  maintenance  expenses  were 
singled  out  in  FCC's  Docket  19129  as  an  area  which  should  be 
given  increasing  attention.  However,  according  to  the  Audits 
Branch  Chief  and  New  York  field  office  Chief  they  have  done  no 
audit  work  relating  to  the  reasonableness  of  AT&T  maintenance 
expenses . 

Third,  FCC's  Accounting  and  Audits  Division  needs  to  have 
greater  interaction  and  coordination  with  the  State  regulatory 
commissions.  The  Audits  Branch  and  the  New  York  field  office  do 
not  solicit  the  views  or  opinions  of  the  State  regulators.  They 
neither  actively  compare  their  own  audit  activities  to  those  of 
the  States,  nor  do  they  share  or  request  copies  of  audit  reports 
developed  by  the  State  commissions. 

Problems  with  the  regulatory  program 

In  carrying  out  a  rate  of  return/rate  base  regulatory 
program,  FCC  has  made  little  progress  since  it  clearly  docu¬ 
mented  its  own  inadequacies  in  Docket  19129.  Various  officials, 
including  former  Common  Carrier  Bureau  Chiefs,  stated  that  a 
primary  problem  they  faced  was  regulating  a  firm  of  the  size 
and  complexity  of  AT&T.  They  said,  in  this  regard,  that  the 
difficulty  in  obtaining  the  knowledge  and  expertise  necessary 
to  regulate  AT&T's  rate  base  and  expense  items  had  resulted  in 
relatively  few  resources  being  assigned  to  these  activities. 
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During  the  time  of  our  review  the  Chief  of  FCC's  Common 
Carrier  Bureau  told  us  that  he  recognized  that  FCC's  efforts  had 
focused  on  establishing  AT&T's  rate  of  return  and  relatively 
little  effort  had  been  devoted  to  rate  base  and  expense  analy¬ 
sis  outside  of  Docket  19129.  He  said  that  such  an  approach 
was  taken  because  he  believed  FCC  could  not  conduct  a  "textbook" 
rate  of  return/rate  base  regulatory  program.  As  a  result,  he 
said,  the  Bureau  has  focused  its  attention  on  the  one  area  which 
it  can  address — setting  a  rate  of  return — and  spent  little  time 
on  rate  base  and  expense  analysis — an  area  in  which  he  believed 
FCC's  ability  to  function  effectively  was  questionable.  He 
acknowledged  that  such  an  approach  may  create  efficiency  disin¬ 
centives  for  the  regulated  firm.  1/  However,  he  believed  that, 
overall,  customers  were  better  of?  under  such  a  program  than  if 
regulatory  control  was  eliminated.  While  he  was  not  optimistic 
about  FCC's  ability  to  substantially  improve  its  rate  of  return/ 
rate  base  regulatory  program  in  the  future,  he  believed  that  one 
action  which  would  be  worthwhile  was  an  expansion  of  FCC's  audit 
capability. 

Another  former  Bureau  Chief  also  believed  that  it  was 
impossible  for  FCC  to  develop  a  regulatory  program  which  could 
effectively  substitute  for  competition.  He  said,  however,  that 
in  the  absence  of  a  workably  competitive  environment,  FCC  had  no 
alternative  but  to  attempt  to  formulate  and  carry  out  traditional 
rate  of  return  and  rate  base  responsibilities.  In  addition  to 
strengthening  FCC's  audit  capabilities,  he  also  favored  strengthen 
ing  the  Bureau's  network  analysis  program  and  streamlining  its 
rate  of  return  setting  process. 

Obtaining  and  managing  resources 

Staff  members  in  the  Economics  and  Accounting  and  Audits 
Division,  among  others,  believed  that  another  source  of  FCC's 
difficulty  in  conducting  a  rate  of  return/rate  base  regulatory 
program  stemmed  from  its  inability  to  obtain,  retain,  and  manage 
the  resources  needed  to  carry  out  its  responsibilities.  In  this 
regard,  officials  believed  that  the  Common  Carrier  Bureau  did  not 
have  the  trained  staff  needed  to  even  begin  to  carry  out  an  ef¬ 
fective  regulatory  program. 

One  factor  which  was  cited  as  contributing  to  FCC's  staffing 
problems  was  turnover  among  Common  Carrier  Bureau  officials.  In 
this  regard,  during  the  3  years  before  April  1981,  the  Bureau  had 
four  appointed  or  acting  Bureau  Chiefs,  five  Economics  Division 
Chiefs,  three  Tariff  Division  Chiefs,  three  Chiefs  in  charge  of 
domestic  facilities,  and  three  Chiefs  in  charge  of  program  evalua¬ 
tion.  Given  the  previously  cited  difficulty  in  obtaining  a 
thorough  understanding  of  the  problems  and  nature  of  the  industry. 


1/Efficiency  disincentives  which  may  result  from  regulation 
are  discussed  in  appendix  VI. 
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it  is  not  surprising  that  turnover  could  greatly  restrict  FCC's 
ability  to  regulate  effectively. 


Officials  said  that  management  problems  had  also  impacted 
FCC's  regulatory  efforts.  One  particular  problem  which  was  cited 
was  the  lack  of  effective  coordination  within  the  Bureau,  partic¬ 
ularly  between  the  Economics  and  Accounting  and  Audits  Division. 
The  lack  of  interdivisional  coordination  and  other  FCC  manage¬ 
ment  problems  were  discussed  and  recommendations  concerning  over¬ 
all  FCC  management  effectiveness  were  made  in  our  July  30,  1979, 
report  "Organizing  the  Federal  Communications  Commission  for 
Greater  Management  and  Regulatory  Effectiveness"  (CED-79-107) . 

Obtaining  and  processing  information 

Problems  in  collecting,  processing,  and  analyzing  informa¬ 
tion  were  also  cited  by  FCC  officials  as  a  factor  affecting  FCC's 
regulatory  efforts.  The  Common  Carrier  Bureau  Chief  at  the  time 
of  our  review,  as  well  as  staff  members  in  the  Economics,  Ac¬ 
counting  and  Audits,  and  Domestic  Facilities  Divisions  pointed 
out  information  problems  which  had  hampered  their  efforts.  These 
included  obtaining  necessary  information  from  AT&T  and  other  car¬ 
riers,  organizing  information  collected  into  data  bases,  and 
developing  reports  and  analyses  which  can  be  used  in  carrying  out 
regulatory  activities  and  deciding  on  policy  matters. 

The  Common  Carrier  Bureau  Chief  told  us  that  he  recognized 
the  need  for  a  review  of  the  Bureau's  information  activities  and 
had  initiated  a  study  into  this  subject.  A  Program  Evaluation 
Staff  official  told  us  in  May  1981  that  while  the  effort  is  not 
yet  completed,  some  accomplishments  have  been  achieved,  including 
the  elimination  of  certain  carrier  reports  which  are  no  longer 
needed . 

Coordination  with  State 
public  utility  commisITons 

A  further  factor  which  has  inhibited  FCC's  regulatory 
efforts  is  the  lack  of  coordination  with  State  public  utility 
commissions.  The  responsibility  for  supervising  rate  base  and 
expense  items  for  AT&T  and  other  carriers  involved  in  both  inter¬ 
state  and  intrastate  telecommunications  is  divided  between  FCC 
and  State  commissions,  respectively.  Consequently,  both  FCC  and 
the  States  may  frequently  be  involved  in  reviewing  many  of  the 
same  aspects  of  a  carrier's  activities.  However,  we  were  told  by 
officials  at  both  levels  that  little  coordination  has  taken  place, 
except  for  work  involving  Joint  Boards  and  depreciation  issues. 

Both  FCC  and  State  commission  officials  we  spoke  with  be¬ 
lieved  that  increased  coordination  would  be  desirable  and  benefi¬ 
cial.  They  particularly  believed  that  increased  efforts  to  share 
information  and  to  discuss  problems  and  concerns  at  the  staff 
level  would  be  beneficial. 
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ALTERNATIVES  TO  AND  ABANDONMENT  OF 
THE  TRADITIONAL  REGULATORY  PROCESS 


A  variety  of  proposals  and  suggestions  have  been  made  to 
modify,  replace,  or  simply  abandon  the  traditional  rate  of  return/ 
rate  base  regulatory  process.  These  approaches  range  from  rela¬ 
tively  minor  alterations  in  the  methods  used  to  determine  rates 
of  return  to  complete  deregulation. 

Most  of  the  alternatives  suggested  appear  to  be  based 
largely  on  considerations  of  economic  theory.  We  are  aware  of 
little  empirical  evidence  to  support  the  changes  proposed  or  to 
compare  their  effects  to  those  which  have  resulted  under  existing 
applications  of  rate  of  return/rate  base  regulation.  Indeed, 
such  comparisons  would  be  difficult  to  make  with  any  degree  of 
certainty. 

Of  the  approaches  which  have  been  formulated,  an  appr >ach 
for  promoting  competition  where  economic  conditions  no  longer 
warrant  the  preservation  of  an  exclusive  monopoly  franchise  and 
for  gradually  relaxing  rate  of  return/rate  base  regulation  as 
markets  become  workably  competitive  appears  to  offer  the  greatest 
long-term  benefit.  1/  However,  other  approaches—particularly 
those  which  attempt  to  affect  the  firm's  incentives — also  offer 
some  potential  for  improving  regulation  in  those  markets  which 
are  not  workably  competitive. 

Modifications  of  rate  of 
return/rate  base  regulation 

Perhaps  the  most  noteworthy  proposals  to  modify  the  existing 
rate  of  return/rate  base  regulatory  system  are  those  which  involve 
the  use  of  automatic  rate  adjustment  clauses  and  incentive  plans. 

In  general,  automatic  adjustment  clauses  aim  at  facilitating  the 
regulatory  process  while  incentive  plans  focus  on  a  firm's  incen¬ 
tives  to  perform  efficiently. 

Automatic  rate  adjustment  clauses  are  designed  to  expedite 
adjustments  to  changes  in  economic  conditions.  This  may  be  done, 
for  example,  by  indexing  utility  rates  or  certain  utility  costs, 
to  a  general  economic  indicator  such  as  the  Consumer  Price  Index, 
so  that  they  would  automatically  go  up  or  down  by  the  same  per¬ 
centage  as  the  percentage  change  in  the  indicator.  2/  The  primary 
advantages  of  using  such  clauses  are  that  (1)  they  may  make  it 
easier  for  utilities  to  deal  with  inflation  and  (2)  regulatory 
agencies  might  be  required  to  conduct  fewer  rate  hearings  and,  this, 
they  could  devote  their  time  to  other  areas  needing  attention. 


1/This  is  further  discussed  in  chapter  2. 

2/Automatic  adjustment  clauses  may  also  allow  utilities  to  simply 
pass  along  certain  cost  increases  to  customers. 
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Among  their  disadvantages  are  that  they  may  reduce  efficiency, 
they  may  not  be  tied  to  appropriate  indicators,  and  they  may  be 
subject  to  manipulation. 

Incentive  plans  attempt  to  provide  firms  with  reasons  to 
increase  efficiency  and,  consequently,  to  overcome  a  primary 
weakness  of  rate  of  return/rate  base  regulation.  Such  plans  are 
often  predicated  on  the  concept  that  a  firm  should  be  given  the 
opportunity  to  earn  above  its  cost  of  capital  if  it  does  so  through 
efficiency  improvements. 

One  of  the  methods  aimed  at  improving  efficiency  is  simply 
allowing  a  range  in  the  firm's  rate  of  return,  the  top  of  which 
would  be  above  the  firm's  cost  of  capital.  This  would  theoreti¬ 
cally  provide  the  firm  with  an  incentive  to  reduce  its  costs, 
since  by  doing  so  it  could  increase  its  profits.  1/  While  this 
approach  appears  to  offer  promise,  a  primary  problem  with  it  lies 
in  establishing  procedures  to  ensure  that  extra  profits  result 
from  cost  efficiencies  rather  than  some  other  factors.  2/ 

FCC  has  taken  some  action  to  explore  the  possibility  of 
using  these  or  other  modifications  in  its  regulatory  program  for 
domestic  common  carriers.  In  1974  Horace  J.  DePodwin  Associates 
submitted  a  report  to  FCC  under  contract  FCC-0071  in  which  it 
outlined  an  alternative  to  rate  of  return/rate  base  regulation. 

The  proposed  alternative  used  an  incentive  approach  which  would 
allow  the  regulated  firm  to  increase  its  profits  if  its  perform¬ 
ance  improved,  in  accordance  with  a  performance  index  to  be  estab¬ 
lished  by  FCC.  An  FCC  official  involved  with  the  contract  said 
that  nothing  was  ever  done  to  attempt  to  implement  the  proposal 
since  it  was  believed  to  be  unworkable. 

In  1976  FCC  also  held  a  2-day  conference  in  which  a  number 
of  experts  in  regulatory  theory  were  to  discuss  alternatives  to 
and  improvements  in  rate  of  return  regulation  for  the  common  car¬ 
rier  industry.  In  his  concluding  remarks  at  the  conference,  the 
then  Common  Carrier  Bureau  Chief  noted  that  while  much  informa¬ 
tion  was  presented  on  the  theory  and  deficiencies  of  rate  of 
return/rate  base  regulation,  little  was  said  about  alternatives. 
Nevertheless,  he  believed  the  conference  was  "a  good  beginning" 
and,  hopefully,  would  stimulate  further  research  on  the  subject. 


1/As  discussed  on  page  37,  FCC  set  forth  such  an  approach  in  two 
of  its  rate  of  return  proceedings  for  AT&T. 

2/A  more  detailed  discussion  of  modifications  of  rate  of  return/ 
rate  base  regulation  and  examples  of  their  use  is  contained  in 
appendix  IX. 
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Abandonment  of  rate  of  return  regulation 

Because  of  the  problems  which  agencies  such  as  FCC  have  ex¬ 
perienced  in  formulating  and  implementing  a  rate  of  return/rate 
base  regulatory  program  or  some  alternative  to  it,  questions 
have  been  raised  by  some  economists  and  regulatory  theoreticians 
concerning  whether  regulation  makes  a  difference  or  whether  it 
is  worth  its  costs.  Some  parties  have  argued  that  society  would 
be  better  off  if  rate  of  return/rate  base  regulation  were  aban¬ 
doned  and  some  other  form  of  government  intervention  were  man¬ 
dated,  as  necessary. 

While  it  appears  that  rate  of  return/rate  base  regulation  can 
and  has  made  a  difference  in  that  agencies,  including  FCC,  have, 
among  other  things,  ordered  rate  reductions,  disallowed  items  from 
firms'  rate  bases  and  limited  rates  of  return,  it  has  been  argued 
that  such  actions  do  not  necessarily  prove  that  such  regulation 
is  effective.  Rather,  the  argument  continues,  such  actions  may 
have  been  in  error  or  may  have  led  to  service  degradation  or  may 
have  resulted  from  exaggerated  requests  made  by  the  firm,  which 
was  aware  that  any  full  request  would  not  be  granted.  Thus,  it 
has  been  suggested,  the  ultimate  result  may  have  been  close  to 
that  achieved  without  regulation. 

Proponents  of  deregulation  have  also  cited  the  costs  to 
society  which  rate  of  return/rate  base  regulation  may  create. 

The  regulatory  process  imposes  administrative  costs  on  the 
agency,  the  firm  and  other  parties  to  regulatory  proceedings — 
much  of  which  is  passed  on  to  the  ratepayer  and  taxpayer.  How¬ 
ever,  it  has  been  argued,  even  greater  costs  to  society  may  re¬ 
sult  from  the  effects  of  rate  of  return/rate  base  regulation  on 
the  firm.  For  example,  such  regulation  may  distort  the  firm's 
pricing  behavior  and  inhibit  its  desire  and  ability  to  innovate. 

It  has  been  argued  that  the  need  to  promote  innovation  is  partic¬ 
ularly  acute  in  the  telecommunications  industry  where  the  rate  of 
technological  advance  is  high. 

Because  of  these  costs,  certain  studies  on  the  subject  have 
concluded  that  rate  of  return  regulation  is  likely  to  be  more 
harmful  than  beneficial  and,  therefore,  should  be  abandoned. 
Instead,  it  has  been  suggested  that  alternative  forms  of  inter¬ 
vention  such  as  opening  the  right  to  operate  a  public  utility  to 
competitive  bidding  at  specified  intervals  (franchise  bidding)  or 
taxing  excess  profits  could  be  used,  if  necessary. 

While  recognizing  the  validity  of  some  of  the  problems  raised 
in  these  arguments,  other  studies  have  argued  against  the  overall 
conclusion  that  rate  of  return/rate  base  regulation  should  be 
abandoned  under  any  circumstance.  Among  the  counter-arguments 
which  have  been  made  to  such  broad  deregulatory  proposals  are: 

—They  tend  to  be  based  on  simplistic  analyses. 

— They  tend  to  minimize  the  power  and  incentives  of  an 
unregulated  monopolistic  firm. 
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— They  presume  that  the  regulatory  agency  is  inherently 
inept  and  no  improvements  in  the  regulatory  process  will 
occur . 


— Alternatives  such  as  franchise  bidding  and  excess  profits 
taxes  are  unlikely  to  function  effectively. 

A  more  middle  ground  approach  for  deregulating  firms  with 
monopoly  power  is  one  which  links  deregulation  to  the  level  of 
competition  which  exists  in  each  market  served  by  the  firm.  Under 
such  an  approach,  legal  barriers  to  entry  are  removed  from  markets 
in  which  cost  factors  or  other  economic  concerns  no  longer  justify 
the  maintenance  of  a  franchised  monopoly.  As  competition  develops 
in  such  markets,  rate  of  return/rate  base  regulation  is  relaxed. 

To  facilitate  this  process  and  make  it  function  effectively,  how¬ 
ever,  other  forms  of  Government  regulation  or  intervention  may  be 
required — particularly  during  the  transition  toward  a  fully  com¬ 
petitive  environment  in  all  markets  served  by  the  firm.  These 
include  such  things  as: 

— The  establishment  of  structural  requirements  to  reduce  or 
eliminate  the  opportunities  for  firms  to  use  their  power 
in  certain  markets  in  an  anticompetitive  manner. 

— The  formulation  of  accounting  requirements  and  cost  allo¬ 
cation  standards  to  ensure  that  costs  are  properly  assigned 
between  competitive  and  noncompetitive  markets  (as  well  as 
among  services  and  products  in  markets  which  are  not  sub¬ 
ject  to  effective  competition). 

— The  requirement  that  all  firms  have  nondiscr iminatory 
access  to  those  operations  of  dominant  firms  which  compe¬ 
titors  need  to  provide  service. 

In  general,  this  is  the  approach  which  has  been  initiated 
by  FCC  and  is  being  considered  by  the  Congress  for  promoting 
competition  and  deregulating  or  modifying  regulation  of  the 
telecommunications  industry.  While  such  an  approach  appears  to 
offer  substantial  promise,  a  number  of  questions  exist  concerning 
FCC  actions  to  ensure  that  the  transition  to  a  more  competitive 
and  less  regulated  environment  is  successfully  completed.  These 
questions  are  discussed  in  the  remaining  chapters  of  this  report. 

OUTLINE  FOR  IMPROVING  FCC'S 
RATE  OF  RETURN/RATE  BASE 
REGULATORY  PROGRAM 

FCC'8  rate  of  return/rate  base  regulatory  program,  as 
described  in  the  previous  sections,  has  fallen  short  of  both 
the  standards  set  forth  by  economic  theory  and  those  which 
FCC  established  for  itself  in  Docket  19129,  phase  II.  While  we 
recognize  the  inherent  difficulty  in  conducting  all  of  the  tasks 
necessary  to  establish  a  "textbook"  regulatory  program  as  well 
as  the  uncertain  outcome  of  any  regulatory  efforts,  we  believe. 


nevertheless/  that  certain  actions  can  improve  the  scope  and  in¬ 
tensity  of  FCC's  regulatory  efforts  and  better  serve  the  public 
interest  while  a  fully  competitive  marketplace  is  given  the  time 
and  opportunity  to  evolve.  These  actions  apply  to  both  FCC's 
efforts  to  establish  rates  of  return  and  to  monitor  rate  base 
and  expense  items. 

Rate  of  return 

In  establishing  rates  of  return  for  carriers — as  exemplified 
in  its  regulation  of  AT&T — FCC  has  relied  in  recent  years  on  the 
use  of  an  evidentiary  hearing  process.  While  this  process 
represents  the  traditional  approach  used  by  regulatory  commis¬ 
sions/  its  effectiveness  has  been  questioned  on  the  grounds  that 
its  contribution  to  the  achievement  of  a  reasoned  determination 
by  the  Commission  on  a  firm's  fair  rate  of  return  is  outweighed 
by  the  costs  and  delays  which  are  attendant  to  it.  The  existing 
process  has  also  been  questioned  on  grounds  of  efficiency/  in 
that  largely  duplicative  proceedings  must  be  conducted  before 
both  FCC  and  State  commissions  in  which  a  carrier  operates. 

Although  it  appears  unlikely  that  the  existing  process  could 
be  abandoned  without  jeopardizing  carriers'  rights  to  due  process 
and  equal  protection  of  the  law,  we  believe  that  FCC  needs  to 
institute  a  proceeding  to  explore  opportunities  for  improving  and 
facilitating  present  procedures  as  well  as  for  making  the  need 
for  full  evidentiary  hearings  less  frequent.  The  issues  which 
need  to  be  examined  in  this  proceeding  include,  among  others, 

— opportunities  for  FCC  to  coordinate  its  rate  of  return 
determinations  with  those  of  State  public  utility  commis¬ 
sions, 

— the  possible  use  of  formats  for  presentations  of  cost  of 
equity  capital,  and 

— methods  which  could  be  used  to  adjust  carriers  rates  of 
return  between  formal  rate  of  return  proceedings. 

We  also  believe  that  FCC  needs  to  initiate  a  project  to  ex¬ 
plore  the  methods  which  it  should  use  to  address  the  issue  of 
dominant  carriers'  efficiency  and  productivity.  This  should  in¬ 
clude  an  evaluation  of  using  efficiency  incentives  in  establishing 
carriers'  rates  of  return.  FCC  has  in  the  past  allowed  AT&T  to 
earn  above  its  cost  of  capital  if  such  earnings  were  due  to  effi¬ 
ciency  and  productivity  gains;  however,  no  attempt  was  made  to 
determine  whether  such  earnings  resulted  from  efficiency  increases 
or  from  other  sources. 

While  there  appears  to  be  considerable  merit  in  incentive 
approaches  such  as  this,  we  believe  that  FCC  needs  to  develop 
measures  of  efficiency  and  productivity  which  it  could  use  in 
applying  such  an  approach  in  the  future.  For  example,  given  the 


problems  which  FCC  has  cited  in  AT&T's  utilization  of  the  inter¬ 
state  network  (see  pages  41  and  48),  FCC  may  wish  to  explore  the 
possibility  of  linking  AT&T's  rate  of  return  to  its  efficiency  in 
designing  and  using  interstate  facilities. 

We  recognize  that  developing  efficiency  and  productivity 
measures  is  a  complex  undertaking,  particularly  for  a  firm  the 
size  of  AT&T.  However,  given  the  importance  of  ensuring  the 
achievement  and  maintenance  of  high  performance  levels  in  U.S. 
industry  and  the  possibility  of  rate  of  return/rate  base  regula¬ 
tion  weakening  efficiency  and  productivity  incentives,  we  believe 
the  Commission  needs  to  direct  the  Common  Carrier  Bureau  to 
initiate  a  project  to  work  toward  developing  efficiency  and  pro¬ 
ductivity  measures.  Based  on  this  groundwork  the  Commission  would 
then  be  in  a  position  to  determine  how  such  measures  could  best 
be  used  in  regulating  dominant  carriers. 

We  also  believe  that  prompt  Commission  action  is  needed  to 
resolve  the  issues  which  it  raised  in  its  1979  notice  of  inquiry 
on  AT&T's  apparent  1978  excess  earnings.  Such  action  should  re¬ 
solve  not  only  the  factual  question  of  whether  AT&T  earned  in 
excess  of  its  authorized  rate  of  return,  but  also  set  forth  a 
policy  which  the  Commission  can  follow  in  any  similar  instances 
in  the  future.  Such  action,  we  believe,  will  help  dispel  ques¬ 
tions  concerning  the  Commission's  credibility  as  a  regulator. 

Rate  base  and  expenses 

We  believe  that  several  actions  are  also  needed  to  improve 
FCC's  review  of  the  rate  base  and  expense  items  of  dominant  car¬ 
riers.  These  include  (1)  upgrading  the  Common  Carrier  Bureau's 
information  collection  and  analysis  capabilities,  (2)  establish¬ 
ing  an  expanded  audit  capability,  (3)  improving  FCC  coordination 
with  State  public  utility  commissions,  and  (4)  modifying  FCC's 
facilities  authorization  authority  and  procedures. 

FCC's  Common  Carrier  Bureau  has  already  taken  an  important 
first  step  in  improving  its  regulatory  program  by  undertaking  a 
study  of  the  Bureau's  information  needs  and  requirements.  Once 
this  study  has  been  completed  the  Bureau  will  be  in  a  better 
position  to  develop  improved  data  bases  which  it  can  use  to 
monitor  dominant  carriers'  rate  base  and  expense  items  on  a 
continuing  basis.  To  ensure  that  this  function  is  carried  out, 
we  believe  FCC  needs  to  reestablish  a  group  within  the  Economics 
Division  which  has  the  resources  necessary  to  carry  out  primary 
responsibilities  assigned  to  the  Cost  Analysis  Branch,  including 

— developing  methods  for  testing  the  reasonableness  of 
carrier  investment  costs  and  expenses, 

— identifying  and  investigating  deviations  by  carriers  from 
cost  standards  and  recommending  corrective  action,  and 
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—monitoring  rate  base  components  and  recommending  action 
in  those  cases  where  amounts  appear  unreasonable  or 
inappropriate. 

FCC's  audit  capabilities  within  its  Common  Carrier  Bureau's 
Accounting  and  Audits  Division  must  also  be  tailored  to  meet 
its  needs  for  timely  and  adequate  information  on  carriers'  per¬ 
formance.  This  can  be  achieved  by  upgrading  its  existing  audit 
capabilities  through  a  more  active,  participatory  audit  program — 
one  whose  work  has  been  prioritized  and  complements  other  elements 
of  the  regulatory  process,  including  those  of  the  Economics  Divi¬ 
sion,  described  above,  and  has  been  communicated  and  coordinated 
with  others  in  the  Commission  and  State  regulatory  agencies. 

Similarly,  FCC  needs  to  cooordinate  other  elements  of  its 
regulatory  program  with  those  of  State  public  utility  commis¬ 
sions.  At  present,  little  coordination  exists,  particularly  at 
the  staff  level.  To  improve  the  FCC-State  relationship,  FCC 
needs  to  establish  a  program  within  the  Common  Carrier  Bureau 
under  the  direction  of  a  top  level  official  aimed  at  accomplish¬ 
ing  this  task.  This  person  should  work  with  other  Bureau  of¬ 
ficials,  representatives  of  State  commissions,  and  the  National 
Association  of  Regulatory  Utility  Commissioners  to  determine  the 
methods  which  can  best  be  used  to  improve  the  exchange  of  infor¬ 
mation  and  coordination  of  activities  between  FCC  and  the  States. 

To  improve  FCC's  ability  to  carry  out  its  responsibilities 
to  authorize  carrier  facility  construction  programs,  its  author¬ 
ity  under  section  214  of  the  Communications  Act  needs  to  be 
broadened.  During  our  review  FCC  has  taken  action  to  improve 
its  review  of  facilities  constructed  by  carriers  by  increasing 
the  staff  assigned  to  its  network  analysis  function  and  by  ini¬ 
tiating  action  to  formulate  its  future  program  for  reviewing 
the  construction  and  use  of  facilities  by  carriers.  We  view 
these  as  positive  steps. 

To  ensure  that  FCC  has  the  needed  flexibility  and  authority 
to  carry  out  these  responsibilities,  however,  FCC's  present 
authority  under  section  214  needs  to  be  amended.  In  the  past, 
FCC's  authority  under  section  214  has  been  applied  to  only 
transmission  lines — which  constitute  a  small  portion  of  the 
interstate  communications  network.  While  FCC  officials  believe 
its  authority  might  be  reinterpreted  without  legislative  change, 
such  action  could  provoke  legal  challenges.  Congressional  action 
formally  extending  FCC's  facilities  authorization  authority 
to  any  new  facilities  under  its  jurisdiction,  including  switch¬ 
ing,  would  provide  FCC  the  regulatory  certainty  and  flexibility 
needed  to  administer  its  facility  authorization  responsibilities. 
Further,  since  FCC's  efforts  in  this  area  have  been  hampered 
because  facilities  submitted  to  it  for  authorization  have  been 
planned  years  in  advance,  FCC  needs  to  have  specific  authority 
to  require  long-term  facilities  plans  from  carriers  and  to  es¬ 
tablish  the  necessary  safeguards  to  ensure  that  such  plans  are 
followed. 


CONCLUSIONS 


In  carrying  out  its  regulatory  responsibilities  under  title 
II  of  the  Communications  Act  of  1934,  FCC  has  used  a  system  of 
rate  of  return/rate  base  regulation  to  govern  the  prices  charged 
by  carriers.  In  keeping  with  the  precepts  of  this  system,  FCC 
is  responsible  for  establishing  and  monitoring  rates  of  return, 
reviewing  the  reasonableness  of  rate  base  and  expense  items,  and 
approving  service  rates  of  carriers  which  are  subject  to  this 
form  of  regulatory  control.  In  addition,  to  ensure  that  regula¬ 
tory  constraints  do  not  lead  to  undesirable  consequences  such  as 
service  degradation,  FCC  must  also  supervise  such  carriers' 
performance  and  conduct. 

As  is  evidenced  by  its  application  of  rate  of  return/rate 
base  regulation  to  AT&T,  FCC's  experience  in  formulating  and 
implementing  a  regulatory  program  to  meet  the  criteria  estab¬ 
lished  by  economic  theory  has  been  far  from  successful.  FCC  has 
made  little  progress  in  carrying  out  the  agenda  which  it  estab¬ 
lished  for  itself  in  Docket  19129,  phase  II — both  in  terms  of  (1) 
addressing  specific  problem  areas  cited  in  the  docket  and  (2) 
generally  upgrading  its  continuing  surveillance  regulatory 
program. 

Given  the  complexity  and  magnitude  of  the  tasks  which  FCC 
faces  in  regulating  the  domestic  common  carrier  telecommunica¬ 
tions  industry,  we  do  not  believe  that  FCC  will  ever  achieve 
a  standard  of  performance  through  regulation  which  will  simu¬ 
late  a  competitive  outcome.  Such  an  effort,  we  believe,  would 
involve  resources  beyond  any  reasonable  standard,  and  even  if 
such  resources  were  available,  the  additional  cost  which  this 
imposes  on  society  would  still  have  to  be  balanced  with  the 
benefit  produced. 

As  discussed  in  chapter  2,  we  believe  that  FCC's  move  toward 
competition  and  concomitant  relaxation  of  rate  of  return/rate  base 
regulation  in  domestic  telecommunications  represents  an  alterna¬ 
tive  which  may  produce  long  term  benefits  to  society.  However,  as 
noted  in  that  chapter  the  development  of  workable  competition  in 
all  telecommunications  markets  has  not  yet  occurred.  Consequently, 
we  believe  that  it  will  be  necessary  for  FCC  to  continue  its  ap¬ 
plication  of  rate  of  return/rate  base  regulation  for  those  car¬ 
riers  which  it  considers  to  be  dominant. 

We  have  found  little  empirical  evidence  which  can  be  used 
in  determining  what  type  or  intensity  of  regulation  will  produce 
the  optimum  results  in  these  markets.  We  believe,  however,  the 
regulatory  and  legislative  initiatives  we  have  outlined  on  pages 
58  through  61  represent  opportunities  for  strengthening  the 
regulatory  emphasis  and  precision  that  we  found  to  be  lacking. 

RECOMMENDATIONS  TO  THE  CHAIRMAN,  FCC 

We  recommend  that  the  Commission: 
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—Initiate  a  proceeding  to  explore  changes  needed  to 

facilitate  or  otherwise  improve  FCC's  rate  of  return  set¬ 
ting  process  for  dominant  carriers  including:  (1)  oppor¬ 
tunities  for  coordinating  its  rate  of  return  determina¬ 
tions  with  those  of  State  public  utility  commissions,  (2) 
the  possible  use  of  formats  for  presentations  of  cost  of 
equity  capital,  and  (3)  methods  which  could  be  used  to 
adjust  carriers'  rates  of  return  between  formal  rate  of 
return  proceedings. 

— Initiate  a  project  within  the  Common  Carrier  Bureau  to 
examine  dominant  carriers'  efficiency  and  productivity. 

This  inquiry  should  explore  possibilities  for  linking 
carriers'  rates  of  return  to  efficiency  and  productivity 
gains. 

— Resolve  the  issues  relating-  to  AT&T's  1978  apparent  excess 
earnings  by  completing  the  October  1979  Notice  of  Inquiry. 

— Reestablish  within  the  Common  Carrier  Bureau's  Economics 
Division  a  group  with  clear  responsibility  and  adequate 
resources  to:  (1)  develop  methods  for  testing  the  rea¬ 
sonableness  of  carrier  investment  costs  and  expenses,  (2) 
identify  and  investigate  deviations  by  carriers  from  cost 
standards  and  recommending  corrective  action,  and  (3)  moni¬ 
tor  rate  base  components  and  recommend  action  in  those 
cases  where  amounts  appear  unreasonable  or  inappropriate. 
This  group's  activities  should  be  fully  coordinated  with 
those  of  other  groups  within  the  Bureau  that  have  related 
functions . 

— Increase  the  scope  of  the  Common  Carrier  Bureau's  audit 
program  to  enable  it  to  review,  appraise,  and  report 
on  carriers'  operations  and  activities  to  support  the 
Commission's  rate  of  return/rate  base  regulatory  respon¬ 
sibilities. 

— Establish  a  program  within  the  Common  Carrier  Bureau  to 
improve  overall  coordination  between  the  Bureau's  regu¬ 
latory  activities,  including  its  rate  base  and  expense 
analysis  functions  and  those  of  State  public  utility 
commissions. 

RECOMMENDATION  TO  THE  CONGRESS 

We  recommend  that  the  Congress  clarify  FCC's  facility 
authorization  authority  by  amending  section  214  of  the  Communica¬ 
tions  Act  of  1934  to  explicitly  authorize  FCC  to  require  carriers 
to: 

—Submit  to  it  for  approval  applications  to  construct  any 
new  facilities  or  extensions  thereof  which  are  subject  to 
its  regulatory  jurisdiction. 
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— Pile  with  it  long-term  facilities  construction  plans 
in  lieu  of  or  in  addition  to  such  applications  and  to 
establish  such  conditions  and  reporting  requirements 
as  are  necessary  to  assure  that  such  plans  are  followed. 
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CHAPTER  4 


COSTING  PRINCIPLES  AND  METHODOLOGIES  TO  PREVENT  CROSS¬ 
SUBSIDY — FCC'S  FAR  FROM  SUCCESSFUL  20-YEAR  STRUGGLE 

The  introduction  of  competition  has  brought  with  it  the  need 
to  allocate  costs  among  various  telecommunications  services  to 
prevent  the  cross-subsidy  of  competitive  services  by  monopoly 
services.  FCC  has  struggled  with  this  issue  for  over  20  years — 
the  first  15  in  determining  appropriate  costing  principles,  the 
last  5  in  attempting  to  implement  these  principles.  FCC  was  un¬ 
successful  in  implementing  the  costing  methodology  it  adopted 
in  1976  and  in  December  1980  FCC  adopted  an  Interim  Cost  Manual 
which  used  a  sharply  different  methodology  than  the  one  adopted 
earlier.  This  manual  is  intended  to  provide  a  way  to  allocate 
costs  until  a  more  complete  approach  can  be  developed;  however, 
FCC's  long-run  approach  is  still  unclear. 

The  potential  for  cross-subsidy  remains  strong  and  this 
issue  must  be  addressed  more  comprehensively  than  it  has  been 
to  date.  We  are  recommending  certain  improvements  in  the  Interim 
Cost  Manual  as  a  near  term  approach  and  look  forward  to  a  long- 
run  solution  based  on  the  development  of  a  new  Uniform  System  of 
Accounts  and  certain  noncost  approaches  to  preventing  cross¬ 
subsidy.  We  are  also  recommending  changes  in  the  Communications 
Act  to  facilitate  FCC's  obtaining  cost  data  from  dominant  carriers. 

THE  IMPORTANCE  OF  COSTING 
METHODOLOGIES  IN  A  COMPET¬ 
ITIVE  ENVIRONMENT 

Before  competition  was  introduced,  regulation  was  concerned 
with  the  overall  costs  of  the  monopoly  firm.  Even  though  the 
carrier  provided  multiple  telecommunications  services  and  equip¬ 
ment,  because  it  had  no  competitors  the  prices  charged  for  these 
services  and  equipment  were  not  a  major  issue. 

With  the  introduction  of  competition  the  focus  of  regulatory 
concern  expanded  to  the  appropriateness  of  the  prices  of  individual 
services  and  equipment.  Where  a  firm  operates  in  two  markets — one 
monopolized  and  one  populated  by  new  competitive  entrants — it  has 
an  incentive  to  cross-subsidize  the  competitive  markets  by  under¬ 
charging  for  services  in  the  competitive  markets  and  overcharging 
for  services  in  the  captive  monopoly  markets.  The  effect  of  such 
pricing  behavior  can  nullify  or  restrain  the  development  of  com¬ 
petitive  markets. 

The  potential  for  cross-subsidy  is  compounded  in  telecom¬ 
munications  by  the  nature  of  the  telecommunications  plant.  The 
dominant  firm  provides  all  telecommunications  services  via  a 
single,  integrated  network  involving  extensive  use  of  common 
facilities,  personnel,  management,  and  marketing  resources.  If 
use  and  value  of  these  common  resources  are  misallocated  between 


monopoly  services  and  services  subject  to  competition,  and  among 
classes  of  competitive  services,  then  cross-subsidy  can  exist. 

The  misallocation  may  be  accidental  or  intentional.  For  example, 
given  that  the  highly  monopolized  MTS/WATS  services  constitute 
the  overwhelming  proportion  of  the  dominant  firm's  revenues  and 
costs,  errors  which  overallocate  joint  and  common  costs  to  these 
services  can  be  expected  to  have  little  impact  on  these  services 
or  on  the  firm's  overall  revenues.  These  same  errors,  however, 
will  underallocate  costs  to  competitive  services  thereby  reduc¬ 
ing  their  price  with  corresponding  negative  implications  for 
competitors. 

In  addition  to  inadvertently  misallocating  joint  and  common 
costs,  a  regulated  firm  facing  competitive  entry  in  particular 
markets  may  have  an  incentive  to  classify  as  much  cost  as  possible 
in  categories  which  are  not  directly  attributable  to  a  specific 
service  and  also  design  its  plant  to  be  joint  cost  in  nature.  As 
a  result,  the  directly  attributable  costs  of  producing  competitive 
services  appear  "low"  and  the  firm  can  then  justify  to  the  regula¬ 
tor  low  prices  based  on  these  apparently  low  costs  for  services 
facing  competitive  entry. 

With  the  introduction  of  competition,  developing  costing 
principles  and  methodologies  to  guide  in  determining  the  appro¬ 
priate  rate  level  for  monopoly  and  competitive  services  has  be¬ 
come  a  critical  issue  and  has  occupied  FCC's  attention  for  over 
20  years.  This  attention  has  focused  in  two  areas— (1)  estab¬ 
lishing  the  underlying  costing  principles  and  (2)  implementing 
the  principles  in  determining  prices  for  monopoly  and  competitive 
services. 

ESTABLISHING  COSTING  PRINCIPLES — 

THE  ROAD  TO  FULLY  DISTRIBUTED 
COST  METHOD  7 

Establishing  costing  principles  came  to  a  head  in  October 
1976  when  FCC  issued  its  decision  in  Docket  18128  endorsing  Fully 
Distributed  Cost  (FDC)  Method  7  as  the  appropriate  method  for  al¬ 
locating  costs  among  services.  This  decision  had  its  roots  in 
the  origin  of  competition  in  long  distance,  interstate  telecom¬ 
munications.  In  its  1959  Above  890  Decision  FCC  permitted  the 
construction  of  interstate,  microwave  communications  networks  by 
private  (noncommon  carrier)  businesses.  In  response  to  this 
decision,  AT&T  filed  the  TELPAK  tariff  in  February  1961,  which 
provided  for  drastically  reduced  private  line  rates  for  bulk  lease 
of  channels.  TELPAK  directly  challenged  the  economic  viability 
and  potential  growth  of  these  private  microwave  systems. 

The  TELPAK  tariff  was  reviewed  in  a  series  of  proceedings 
which  began  in  1961.  As  these  proceedings  evolved,  they  produced 
evidence  which  suggested  that  cross-subsidy  was  a  potential 
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problem.  1/  As  a  result,  the  investigation  of  the  TELPAK  tariff 
broadened  into  a  proceeding  to  establish  basic  costing  principles. 
Two  basic  costing  approaches  became  the  focus  of  Docket  18128 — 
Long  Run  Incremental  Cost  and  Fully  Distributed  Cost. 

What  are  Long  Run  Incremental 
Cost  and  Fully  Distributed  Cost? 

Long  Run  Incremental  Cost  and  FDC  differed  in  two  major 
respects — how  common  costs  were  distributed  and  how  cross-subsidy 
was  determined. 

In  the  area  of  common  costs  under  the  long  run  incremental 
costing  approach,  AT&T  proposed  to  FCC  that  it  would  forecast 
the  incremental  investment  and  expenses  directly  attributable 
to  the  particular  competitive  service.  The  service  would  be 
priced  to  cover  these  incremental  costs  and  make  some  contri¬ 
bution  to  the  common  costs  associated  with  providing  this  and 
other  services.  The  magnitude  of  this  contribution  to  common 
costs  would  depend  on  the  prevalent  competitive  conditions  and 
how  high  a  price  AT&T  thought  it  could  charge.  The  portion 
of  common  costs  not  recovered  by  the  revenues  from  the  compet¬ 
itive  services  were  to  be  recovered  by  the  monopoly  services 
so  that  in  the  end  AT&T  would  meet  its  total  revenue  require¬ 
ment  (i.e.,  it  would  collect  revenues  from  all  its  services 
to  cover  its  total  costs).  This  was  known  as  the  "basic  serv¬ 
ice"  philosophy.  The  net  result  was  AT&T  was  afforded  con¬ 
siderable  latitude  in  the  assignment  of  common  costs  to  various 
services,  and  through  common  costs'  impact  on  total  costs  con¬ 
siderable  latitude  in  setting  prices  for  services. 

The  FDC  approach  sought  to  reduce  this  latitude.  2/  After 
attributing  to  each  service  its  direct  costs,  the  FDC  methodolo¬ 
gies,  unlike  the  incremental  cost  approach,  sought  to  distribute 


2/As  part  of  its  investigation  of  TELPAK,  FCC  ordered  a  study  to 
ascertain  AT&T's  interstate  investment,  revenues,  expenses,  and 
net  earnings  for  seven  categories  of  service.  The  resulting 
"Seven  Way  Cost  Study"  submitted  in  September  1965  showed  re¬ 
turns  for  MTS  and  WATS  were  above  the  overall  systemwide  rate 
of  return  and  returns  for  competitive  services  significantly 
below  the  overall  systemwide  rate  of  return. 

^/Seven  FDC  methods  ( FDC-1  to  FDC-7)  were  initially  proposed 
by  AT&T  in  an  attempt  to  demonstrate  that  fully  distributed 
cost  allocation  methodologies  are  inherently  arbitrary 
and  without  rigorous  economic  justification.  Conversely, 

AT&T  argued  that  its  incremental  methodology  was  more  ap¬ 
propriate  because  it  was  similar  to  the  economist's  view 
that  prices  should  be  based  on  marginal  (or  incremental) 
costs.  In  the  debate  over  costing  principles  attention  was 
focused  on  FDC-1  and  FDC-7. 


on  the  basis  of  economic  allocation  methods  the  remaining  joint 
and  common  costs  among  all  the  various  services.  In  the  case  of 
FDC-1  this  allocation  was  to  be  made  on  the  basis  of  the  "rela¬ 
tive  use"  each  service  made  of  the  cost  element  in  question. 
Statistical  and/or  judgmental  determinations  (i.e.,  special 
studies)  measured  relative  use.  Under  FDC-7  the  allocation  of 
joint  and  common  costs  was  not  made  on  the  basis  of  relative  use 
but  rather  on  the  principle  of  "historical  cost  responsibility." 
Measuring  historical  cost  responsibility  involved  determining  the 
extent  to  which  increases  in  total  costs  resulted  from  provision 
of  a  particular  service. 

To  address  the  issue  of  cross-subsidy  the  incremental 
approach  was  supposed  to  use  a  "burden  test."  This  test  was  used 
to  determine  whether  a  competitive  service's  additions  to  total 
revenue  exceeded  the  combination  of  (1)  the  costs  saved  in  the 
service's  absence  and  (2)  the  revenues  flowing  to  this  service 
from  other  services  due  to  crosselasticity  (i.e.,  their  sub¬ 
stitutability).  If  it  did,  it  was  presumed  there  was  no  cross¬ 
subsidy;  however,  this  test  was  purely  hypothetical. 

For  both  FDC  approaches,  once  all  costs  and  revenues  had 
been  allocated  to  all  of  the  services,  a  rate  of  return  was  cal¬ 
culated  for  each  service.  Cross-subsidy  was  assumed  to  have  oc¬ 
curred  whenever  some  services  earned  substantially  less  than  the 
average  overall  rate  of  return. 

The  Docket  18128  decision 


The  decision  to  select  FDC-7  as  the  appropriate  costing 
methodology  was  a  compromise.  It  arose  because  AT&T  supported 
the  incremental  approach  while  the  Common  Carrier  Bureau  staff 
supported  the  fully  distributed  approach.  The  Common  Carrier 
Bureau  staff  opposed  the  incremental  approach  on  two  grounds. 
First,  they  felt  it  was  not  true  to  the  theoretical  constructs 
of  marginal  costing  because  it  only  applied  to  AT&T's  competi¬ 
tive  services.  Second,  because  of  the  large  amount  of  judgment 
involved  in  distributing  common  costs  and  determining  whether  a 
service  had  been  a  "burden,"  they  felt  FCC  would  not  be  able  to 
hold  AT&T  accountable  for  the  prices  it  set  for  its  services 
under  such  an  approach.  The  Bureau  recommended  FDC-1  as  the 
most  implementable  and  correct  method  for  preventing  cross¬ 
subsidy. 

At  the  same  time,  AT&T  stressed  the  apparent  theoretical 
correctness  of  its  incremental  costing  properties.  The  Commis¬ 
sion  was  at  an  impasse.  It  could  not  approve  the  incremental 
approach  because  of  the  staff's  objections,  yet  it  was  appar¬ 
ently  attracted  by  the  theoretical  arguments  in  favor  of  an 
incremental  costing  approach. 

FDC-7  appeared  to  be  the  only  method  in  the  hearing  record 
which  could  bridge  this  disagreement.  It  distributed  costs  fully, 
yet  at  the  same  time  the  assignment  of  common  costs  on  the  basis 
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of  their  historic  causation  of  costs  appeared  to  capture  the  for¬ 
ward  looking  aspects  of  the  incremental  methodology.  This  was 
particularly  the  case  after  FCC  ordered  certain  "infirmities"  in 
FDC-7  corrected.  These  included  (1)  the  assignment  of  facilities 
to  services  under  the  proposed  FDC-7  was  too  fluid,  and  without 
a  fixed  assignment  AT&T  could  construct  a  variety  of  facility 
assignments  in  response  to  competition  (and  thus  generate  the 
costs  needed  to  justify  rates  necessary  to  meet  competition); 

(2)  the  proposed  FDC-7  did  not  fully  reflect  the  expected  use 
of  facilities  in  making  the  initial  assignment  of  facilities  to 
particular  services;  and  (3)  FDC-7  could  not  truly  be  based  on 
historic  causation  unless  it  involved  the  projection  of  intended 
uses  of  facilities  and  fixed  assignments  of  plant  by  service.  1/ 

To  correct  the  problem  of  fluid  facility  assignment,  FCC 
mandated  that  a  fixed  facilities  "datum"  be  established  as  of 
a  particular  point  in  time.  The  datum  would  be  developed  by  re¬ 
cording  AT&T's  assignments  of  existing  and  new  facilities  by 
service.  Such  shares  of  total  facilities  (rate  base)  would  be 
used  in  determining  service  costs  and  rates.  To  establish  an 
initial  datum  the  Commission  "suggested"  AT&T  go  back  to  the 
Seven  Way  Cost  Study  and  work  forward  matching  facility  cost 
assignments  with  the  uses  (services)  for  which  facilities  were 
constructed. 

Forecasts  were  to  be  used  to  assign  newly  completed  common 
facilities.  These  facilities  were  to  be  assigned  on  the  basis  of 
‘  the  projected  use  of  the  facility  by  each  service.  However,  once 
'  these  facilities  were  assigned  based  on  either  historical  causa¬ 
tion  or  forecasts  they  were  to  remain  fixed.  AT&T  was  placed  on 
notice  that  although  the  datum  would  partially  contain  prospective 
cost  causation  estimates,  variance  from  such  projections  would 
ultimately  have  to  be  reconciled. 


To  facilitate  such  a  reconciliation,  FDC-1  was  selected  for 
use  as  a  check  on  the  modified  FDC-7  results.  The  FDC-1  relative 
use  assignment  of  costs  would  be  compared  with  FDC-7 's  historical 
causation  assignment  on  a  periodic  basis  for  evidence  of  "gross 
imbalances." 

On  the  issue  of  cross-subsidization,  FCC  stated  that 

"*  *  *  we  find  that  the  existence  of  levels  of 
return  that  are  unjustly  and  unreasonably  high 
or  too  low,  indicate  a  return  level  relationship 
which  embodies  cross-subsidization.  In  absence 


1/ln  the  FDC  methodologies  the  allocation  of  expenses  was  derived 
from  the  allocation  of  facility  costs  to  the  particular  serv¬ 
ices.  Consequently,  the  allocation  of  facility  costs  was  an 
area  of  critical  concern. 
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of  proper  justification  we  hold  this  cross-sub¬ 
sidization  unlawful  within  the  meaning  of  Section 
201(b);  it  must  be  eliminated."  [1/] 


FCC  directed  AT&T  to  file  revised  rates  and  cost  support  material 
for  its  interstate  services  so  that  each  service  earned  a  return 
equal  to  the  company's  prescribed  overall  rate  of  return. 

To  correct  the  infirmities  and  implement  Docket  18128,  PCC 
ordered  its  staff  and  AT&T  to  work  together  to  revise  FDC-1  and 
FDC-7  and  develop  appropriate  forecasting  techniques.  2/ 

THE  IMPLEMENTATION  OF  FDC-7 — 

A  TROUBLED  AND  ULTIMATELY 
FUTILE  EXERCISE 

Following  the  decision  in  Docket  18128,  FCC  spent  over  4 
years  trying  to  successfully  implement  the  FDC-7  costing  methodol¬ 
ogy.  In  December  1980,  FCC  abandoned  this  effort  in  favor  of  a 
costing  approach  which  did  not  rely  on  cost  causation  and  allo¬ 
cated  costs  to  significantly  fewer  categories.  Numerous  factors 
contributed  to  FDC-7 's  demise;  however,  the  major  elements  con¬ 
tributing  to  its  unsuccessful  implementation  were 

— it  contained  two  intrinsic  flaws  and 

— FCC  did  not  follow  through  with  the  implementation  of 
FDC-7  in  areas  which  would  have  enhanced  its  opportunity 
for  success. 

Key  events  during  FDC-7  implementation 

In  response  to  the  Commission's  direction  in  the  Docket  18128 
decision,  the  Common  Carrier  Bureau  in  October  1976  formed  a  Cost 
Analysis  Task  Force.  The  task  force  and  AT&T  personnel  met  in 
working  sessions  over  the  next  several  months.  In  January  1977 
the  task  force  issued  an  interim  report  and  a  Cost  Allocation 
Manual  (known  as  the  January  Manual).  This  manual  was  used  for 
AT&T's  June  1977  submission  required  by  Docket  18128.  The  con¬ 
sultative  process  continued  and  in  August  1977  the  task  force 
issued  a  final  report  along  with  a  refined  manual  (the  August 
Manual).  This  manual  was  to  be  used  in  later  tariff  filings. 


1/FCC  was  vague  on  the  issue  of  what  services  were  actually 
subsidizing  what  other  services.  Rather,  it  found  return 
levels  too  low  on  some  services — indicative  of  cross¬ 
subsidization. 

2/Certain  aspects  of  the  decision  were  supposed  to  apply  to 
Western  Union.  Discussions  with  FCC  staff  indicate  little  was 
done  in  this  regard  and,  consequently,  our  discussion  focuses 
on  FCC's  activities  regarding  AT&T. 
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Use  of  the  term  manual  is  something  of  a  misnomer.  The 
manual  did  not  present  a  step-by-step  procedure  for  allocating 
costs.  Rather,  it  can  best  be  characterized  as  guidelines  re¬ 
garding  how  certain  segments  of  the  cost  allocation  process  should 
be  handled.  These  guidelines  vary  in  specificity,  some  being  very 
detailed,  others  stating  that  AT&T  can  use  a  variety  of  approaches 
so  long  as  they  fully  document  their  procedures. 

The  final  task  force  report  noted  major  areas  of  disagree¬ 
ment  between  FCC  and  AT&T  over  the  implementation  of  Docket  18128. 
The  Commission  "took  note  of"  but  never  officially  approved  the 
manuals . 

Following  the  development  of  the  cost  manual  AT&T  filed  new 
cost  studies  in  Docket  20814  using  the  manual.  This  Docket  was 
established  in  1976  to  look  at  the  lawfulness  of  AT&T's  Multi¬ 
schedule  Private  Line  Tariffs.  As  a  result,  in  March  1978 
FCC  changed  the  direction  of  this  proceeding  to  examine  the  con¬ 
sistency  of  AT&T's  costing  approach  with  the  principles  of  the 
Docket  18128  decision. 

In  March  1979,  an  FCC  administrative  law  judge  issued  his 
initial  decision  on  Docket  20814.  In  it  he  made  a  series  of  nega¬ 
tive  findings  on  AT&T's  implementation  of  Docket  18128  and  based 
on  these  findings  he  rejected  the  tariff.  He  also  developed 
and  recommended  for  Commission  approval  a  new  cost  allocation 
manual  and  recommended  that  AT&T  file  a  new  cost  study  based  on 
the  new  manual.  He  saw  the  recommended  manual  as  giving  FCC  the 
control  necessary  to  accurately  audit  AT&T's  costing  methods. 

In  the  final  decision  in  Docket  20814  the  Commission  did  not 
address  all  of  the  initial  decision' s  findings.  Rather,  it  fo¬ 
cused  on  the  finding  that  AT&T  used  the  "basic  service”  approach 
of  residual  costing  for  certain  parts  of  its  plant — a  clear  vio¬ 
lation  of  Docket  18128 — using  it  to  reject  the  tariff.  The 
Commission  also  concluded  that  AT&T's  cost  allocation  methodology 
was  inconsistent  with  Docket  18128.  Instead  of  using  the  in¬ 
itial  decision' 8  manual  FCC  decided  to  begin  a  new  proceeding 
to  prescribe  a  cost  allocation  manual.  It  stated: 

"The  record  in  this  proceeding  leaves  little  doubt 
that  a  Commission-prescribed  FDC  manual  is  needed 
if  we  are  to  have  reliable,  accurate  information  as 
to  AT&T's  cost  of  service.” 

FDC- 7  contained  two  intrinsic  flaws 


The  selection  of  FDC-7  represented  a  compromise.  With  this 
compromise  came  two  inherent  flaws  which  FCC  could  ultimately  not 
overcome.  First,  FDC-7  relied  on  forecasting  to  allocate  plant 
costs  among  service  categories.  Second,  FDC-7  produced  total 
costs  for  AT&T's  interstate  services  which  could  not  be  reconciled 
with  the  total  costs  AT&T  was  allowed  to  recover  as  a  regulated 
firm. 
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PCC  has  experienced  several  problems  in  implementing  its 
desire  to  use  forecasting  to  allocate  facility  costs  among  serv¬ 
ice  categories.  Initially/  in  the  meetings  with  the  Cost  Analy¬ 
sis  Task  Force  AT&T  stated  that  it  did  not  engage  in  planning  and 
procuring  facilities  on  a  service-by-service  basis.  Rather,  re¬ 
flecting  the  fungible  nature  of  its  plant,  AT&T  stated  that  it 
forecasted  the  demand  for  its  aggregate  plant  and  then  built  the 
plant  to  provide  the  mix  of  services  eventually  demanded  by  users. 
This  meant  that  using  forecasts  to  allocate  costs  among  services 
was  an  artificial  process  and  not  related  to  how  AT&T  decided  to 
acquire  facilities. 

Forecasting  requires  significant  management  judgment.  This 
is  particularly  the  case  with  AT&T  where  many  of  its  services  are 
close  substitutes  for  one  another.  For  example,  forecasting  rapid 
growth  in  one  service  may  mean  forecasting  slower  growth  for  a 
complimentary  service.  Balancing  these  forecasts  requires  judg¬ 
ment  and  makes  the  forecasting  process  more  difficult.  The  sub¬ 
stitutability  of  services  also  reinforces  the  tendency  to  forecast 
only  aggregate  demand  and  to  build  fungible  plant. 

In  an  environment  where  forecasts  are  not  used  by  the  carrier 
in  its  procurement  decisionmaking  and  where  significant  management 
judgment  is  involved,  there  may  be  an  incentive  to  underallocate 
plant  to  competitive  services  and  overallocate  plant  to  monopoly 
services — in  other  words,  to  cross-subsidize .  FCC  officials  and 
industry  observers  feel  this  has  been  the  net  result  of  using 
forecasting  to  implement  FDC-7.  As  evidence  of  this,  they  cite 
the  inaccuracies  of  AT&T's  forecasts  and  the  considerable  diffi¬ 
culty  FCC  has  experienced  in  getting  AT&T  to  satisfactorily  speci¬ 
fy  the  effects  of  assumptions  made  whenever  managerial  judgment 
is  used  in  the  forecasting  process.  This  has  led  some  FCC  of¬ 
ficials  to  favor  removing  forecasting  from  the  costing  process. 

The  Commission  does  have,  however,  the  ability  to  exercise 
control  over  the  quality  of  forecasting  by  holding  the  carrier 
accountable  for  the  accuracy  of  its  forecasts.  We  believe  two 
methods  are  available.  One  is  the  reconciliation  of  the  relative 
use  FDC-1  with  the  FDC-7  results  as  was  contemplated  in  Docket 
18128.  This  has  never  been  done,  despite  findings  in  Docket 
20814  that  discrepancies  in  plant  allocation  and  actual  plant 
use  did  exist.  The  other  method  involves  the  reconciliation  of 
forecasts  from  the  costing  process  with  forecasts  required  as 
part  of  the  section  214  facilities  authorization  process.  As 
described  in  chapter  3,  carriers  must  get  FCC  approval  before 
constructing  transmission  facilities.  As  part  of  their  appli¬ 
cation,  FCC  requires  facility  forecasts.  Both  the  Cost  Alloca¬ 
tion  Task  Force  and  Docket  20814  recognized  that  the  facility 
authorization  process  could  be  used  as  a  "check"  on  the  costing 
process  but  no  such  reconciliation  was  ever  attempted. 

When  asked  why  neither  of  the  two  methods  has  been  used, 
the  Chief  of  the  Policy  and  Program  Planning  Division  and  an 
economist  and  an  attorney  in  the  same  division  noted  that  even 


72 


if  a  periodic  reconciliation  occurred,  the  inherent  difficul¬ 
ties  in  forecasting  would  mean  that  any  deviations  between 
forecasted  and  actual  use  might  be  explainable  by  exogenous 
factors,  raising  a  legitimate  question  of  to  what  extent  the 
carrier  should  be  held  accountable.  In  such  an  environment, 
the  Commission  would  be  reluctant  to  take  any  action.  An 
administrative  law  judge  and  an  attorney  in  the  Policy  and 
Program  Planning  Division  saw  it  as  merely  a  lack  of  will  on 
the  Commission's  part.  Without  a  mechanism  to  induce  account-' 
ability  FCC  is  likely  to  continue  to  experience  difficulties 
with  forecasting  since  the  incentive  to  manipulate  forecasts 
will  not  be  reduced. 

The  second  major  flaw  has  to  do  with  a  process  known  as 
"trial  balancing."  The  essence  of  AT&T's  implementation  of  the 
FDC-7  costing  methodology  is  the  building  up  of  costs  to  be 
allocated  to  services  through  a  rather  complex  process.  1/  This 
process,  however,  is  not  the  same  process  which  is  used  to  deter¬ 
mine  the  aggregate  costs  AT&T  may  recover  from  its  total  inter¬ 
state  operations.  This  latter  process  is  known  as  separations 
procedures.  2/ 

As  the  costing  methodology  was  being  implemented,  it  was 
found  that  the  total  costs  derived  through  the  FDC-7  process  were 
significantly  less  than  the  total  costs  derived  through  separa¬ 
tions.  This  led  AT&T  to  use  a  "trial  balancing”  process  to  ad¬ 
just  costs  created  through  FDC-7  with  the  total  costs  assigned  to 
interstate  service  through  separations.  The  amount  of  the  short¬ 
fall  was  about  $2  billion.  How  this  amount  was  distributed  among 
the  services  could  significantly  affect  the  costs  assigned  to 
these  services;  therefore,  another  opportunity  for  cross-subsidy 
was  created.  AT&T  argued  that  "most  of  the  difference"  was  due 
to  differences  in  the  two  methodologies.  Competing  carriers, 
along  with  FCC,  expressed  the  view  that  the  differences  were  due 
to  the  complex  costing  process  and  errors  in  forecasting. 


1/Briefly,  this  process  involves  taking  the  forecasts  of  demand 
for  service  and  generating  the  quantity  of  plant  necessary  to 
fill  that  demand  through  the  use  of  "translators"  or  other  fac¬ 
tors.  The  cost  of  the  needed  facilities  is  the  result  of  multi¬ 
plying  the  projected  plant  quantities  by  the  unit  costs  of  the 
various  facilities.  These  unit  costs,  however,  are  developed 
from  "special  studies"  of  the  cost  and  characteristics  of  plant 
currently  in  use.  Once  the  cost  of  plant  has  been  allocated, 
the  allocation  of  operating  expenses  is  made  based  primarily  on 
the  allocation  of  plant. 

2/Because  many  of  the  costs  of  providing  service  are  common  costs, 
some  procedure  had  to  be  developed  to  allocate  these  costs  for 
regulatory  purposes  to  either  interstate  (FCC  regulated)  or 
intrastate  (State  public  utility  commission  regulated)  juris¬ 
dictions.  AT&T  is  allowed  to  recover  its  total  interstate  costs 
through  its  various  interstate  services.  (See  p.  77.) 


The  Chief  of  the  Common  Carrier  Bureau  at  the  time  of  the 
Docket  18128  decision  told  us  that  he  recognized  that  FDC-7 
developed  costs,  and  separations  costs  were  probably  not  going 
to  be  the  same.  He  stated  that  it  was  his  intention  to  revise 
separations  procedures  to  attempt  to  resolve  this  problem;  how¬ 
ever,  this  was  never  done.  Consequently,  the  problem  of  trial 
balancing  remained  along  with  the  attendant  opportunities  to 
manipulate  the  outcome  of  the  costing  process. 

FCC  did  not  follow  through  with 
the  implementation  of  FDC-7 

The  pattern  of  problem  recognition  and  inaction  was  not 
confined  to  the  forecasting  and  trial  balancing  area.  FCC  did 
not  follow  through  in  the  development  of  the  Uniform  System  of 
Accounts  (USOA) — a  key  area  which  would  have  enhanced  FDC-7' s  op¬ 
portunity  for  success.  FCC  also  did  not  exert  effective  control 
over  the  implementation  process  of  FDC-7. 

As  noted  above,  a  major  aspect  of  AT&T's  implementation  of 
the  FDC-7  methodology  involved  the  use  of  special  studies.  FCC 
staff  experienced  considerable  difficulty  with  these  studies, 
finding  them  extremely  complex,  difficult  to  understand  and 
verify,  and  thus,  in  their  view,  beyond  their  ability  to  meaning¬ 
fully  review.  This  view  was  reinforced  in  the  initial  decision 
in  Docket  20814  where  the  administrative  law  judge  was  highly 
critical  of  AT&T's  cost  studies  to  the  point  that  he  felt  that 
their  deficiencies  alone  were  a  basis  for  rejecting  the  tariffs. 

The  need  for  these  special  studies  flows,  in  large  part,  from 
the  inadequacies  in  the  current  USOA.  The  current  system  of  ac¬ 
counts  collects  data  on  an  aggregate,  companywide  basis  and  as 
such  cannot  provide  the  detail  needed  for  service-by-service  cost¬ 
ing.  The  Commission  recognized  these  difficulties  and  in  June 
1978  began  a  proceeding  to  revise  the  USOA.  The  Common  Carrier 
Bureau  Chief,  at  the  time  of  the  Docket  18128  decision,  told  us 
that  the  cost  manual  was  viewed  as  an  interim  approach  and  once 
the  revised  USOA  had  been  developed  which  provided  the  necessary 
detailed  costing  information,  the  manual  could  have  been 
abandoned . 

As  will  be  discussed  in  detail  in  chapter  5,  FCC  over  the 
last  3  years  has  made  virtually  no  progress  in  revising  the  USOA. 
We  recognize,  however,  that  revision  of  the  USOA  will  not  obviate 
the  need  for  all  special  studies.  Further,  had  FCC  made  satis¬ 
factory  progress  in  revising  the  USOA  it  is  conjectural  whether 
the  project  would  be  complete  and  implemented  as  of  this  date. 
Nevertheless,  this  situation  has  meant  that  the  need  for  extensive 
special  studies  and  the  attendant  problems  of  review  and  verifi¬ 
cation  remain  and  will  continue  for  the  foreseeable  future. 

FCC  also  did  not  exert  effective  control  over  the  FDC-7 
implementation  process.  The  Cost  Analysis  Task  Force,  as  noted 
earlier,  was  formed  after  the  Docket  18128  decision.  The  task 
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force  was  charged  with 


"*  *  *  developing,  on  an  expedited  basis,  rules  and 
procedures  which  will  ensure  that  telephone  industry 
costs  are  properly  allocated  and  accounted  for  on  a 
service-by-service  basis." 

This  was  to  be  accomplished  within  3  months.  The  expectation 
that  the  working  sessions  would  develop  implementation  procedures 
was  reflected  in  the  Docket  18128  decision  itself,  which  as  the 
Chief  of  the  Policy  and  Program  Planning  Division  stated  was  long 
on  generalities  and  short  on  details  regarding  how  FDC-7  would 
be  implemented. 

In  contrast  to  these  expectations,  when  the  task  force 
reports  and  manuals  were  submitted  to  the  Commission,  the  Commis¬ 
sion  while  accepting  the  reports  took  note  of  but  never  official¬ 
ly  approved  the  manuals.  The  Common  Carrier  Bureau  Chief  at  the 
time  of  the  manuals'  development  told  us  he  advised  the  Commis¬ 
sion  not  to  endorse  the  manuals.  H«=>  said  that  the  development 
of  the  manual  by  the  task  force  was  in  direct  conflict  with  his 
view  of  the  initial  purpose  of  the  task  force,  which  was  to  sim¬ 
ply  explain  the  principles  of  Docket  18128  to  AT&T  and  allow  AT&T 
to  develop  implementing  procedures.  He  did  not  want  the  task 
force  agreeing  with  AT&T  over  implementation  procedures  because 
the  Bureau  simply  did  not  know  enough  about  the  special  studies, 
data  bases,  or  forecasting  techniques  AT&T  might  use  to  generate 
cost  of  service  data  to  know  to  what  they  were  agreeing.  He 
favored  having  AT&T  file  tariffs  implementing  the  Docket  18128 
principles,  and  through  the  review  and  analysis  of  these  tariffs 
learn  what  cost  data  AT&T  was  using  and  how  the  18128  principles 
could  be  implemented. 

The  apparent  conflict  between  the  stated  purpose  of  the  task 
force  and  the  responsible  official's  expectations  contributed  to 
FCC's  inability  to  satisfactorily  implement  FDC-7.  If  the  purpose 
of  the  task  force  was  as  publicly  stated,  then  given  FCC’s  lack 
of  knowledge,  a  deadline  of  3  months  was,  in  our  view,  totally  un¬ 
realistic.  Further,  the  task  force  should  have  been  given  author¬ 
ity  to  compel  AT&T  to  reveal  the  data  bases  which  could  have  been 
used  to  develop  an  allocation  process.  Such  authority  falls  within 
FCC's  powers  under  section  218  of  the  Communications  Act;  however, 
the  task  force  was  given  no  control  over  the  implementation  pro¬ 
cess.  1/  If,  as  the  Bureau  Chief  suggested,  a  more  passive  posture 
was  desired,  then  setting  up  the  task  force  with  such  a  specific 
deadline  was  clearly  not  appropriate.  The  net  result  we  believe 
was  a  manual  over  which  FCC  did  not  exert  adequate  control  and 
which  FCC  did  not  fully  understand  or  have  confidence  in,  but 


1/Section  218  authorizes  FCC  to  "inquire  into  the  management  of 
the  business  of  all  carriers  subject  to  this  Act"  and  to  "ob¬ 
tain  from  such  carriers  *  *  *  full  and  complete  information 
necessary  to  enable  the  Commission  to  perform  its  duties  *  *  *." 


which  having  been  developed  in  the  working  sessions  had  a  certain 
undeniable  legitimacy. 

FCC  ADOPTS  AN  INTERIM  COST  MANUAL  WHICH 
OFFERS  LITTLE  IMPROVEMENT  OVER  FDC-7 

After  a  4-year  struggle  with  implementing  FDC-7,  FCC  in 
December  1980  (Docket  79-245)  discarded  FDC-7  and  adopted  an  In¬ 
terim  Cost  Manual  which  differed  sharply  in  approach  from  FDC-7. 
This  manual  sought  to  avoid  the  inherent  flaws  of  FDC-7  and  to 
produce  a  cost  methodology  which  was  more  understandable  and 
auditable  and  which  did  not  create  incentives  for  manipulation  by 
a  dominant  carrier.  The  manual  was  intended  only  to  serve  as  a 
stopgap  until  a  more  acceptable  long-range  solution  could  be  dev¬ 
eloped.  Part  of  this  long-range  solution  apparently  includes 
other  "noncost"  approaches,  such  as  resale  and  sharing,  to  pre¬ 
vent  cross-subsidy. 

FCC  has  through  the  interim  manual  eliminated  the  major  flaws 
of  FDC-7,  but  we  question  whether  FCC  has  produced  a  more  under¬ 
standable,  auditable  method  for  allocating  costs.  Further,  we 
believe  the  interim  manual  does  not  reduce  the  incentive  to  man¬ 
ipulate  the  costing  process.  The  manual  is  also,  we  believe,  an 
ad  hoc  response  to  the  order  of  the  U.S.  Court  of  Appeals  for  the 
District  of  Columbia  Circuit  to  develop  an  acceptable  WATS  tariff. 
Thus,  we  see  the  interim  cost  manual  as  just  that — an  interim 
solution — which  cannot  serve  as  a  long-term  approach. 

The  Interim  Cost  Manual  differs  from  FDC-7  in  two  major 
respects — the  manner  in  which  costs  are  allocated  among  services, 
and  the  number  of  service  categories  to  which  costs  are  allocated. 
Whereas  FDC-7  attempted  to  build  up  costs  using  forecasts  and  a 
complex  costing  process,  the  Interim  Manual  incorporates  no  fore¬ 
casting.  Rather,  it  takes  facility  costs  derived  from  separations 
procedures  and  allocates  them  based  on  relative  use  among  the 
service  categories.  Some  of  this  allocation  takes  place  within 
the  separations  procedures — separations  divides  costs  between 
message  services  (MTS  and  WATS)  and  an  aggregate  of  private  line 
services — the  remaining  allocation  is  done  within  the  Interim 
Manual  procedures.  Expenses  are  divided  among  the  service  cate¬ 
gories  by  the  use  of  the  techniques  in  the  August  Manual. 

While  FDC-7  divided  costs  among  16  service  categories  the 
Interim  Manual  has  only  four  categories — MTS,  WATS,  an  aggregate 
category  for  all  private  line  services,  and  Exchange  Network 
Facilities  for  Interstate  Access  (ENFIA).  1/ 

The  Interim  Manual  has  apparently  mitigated  the  major 
flaws  of  FDC-7.  By  eliminating  forecasting,  FCC  has  eliminated 
one  major  trouble  spot.  By  using  separations  procedures  as 
a  starting  point  and  dividing  total  costs  from  the  "top  down" 


1/ENFIA  is  discussed  in  chapter  8. 
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on  the  basis  of  relative  use,  FCC  has  also  mitigated  the  prob¬ 
lem  of  trial  balancing.  FCC  also  argues  that  separations  based 
numbers  are  more  auditable  and  understandable  than  FDC-7.  By 
basing  costing  on  existing  separations  procedures,  FCC  officials 
feel  they  have  reduced  the  incentive  and  opportunities  for  mani¬ 
pulating  the  costing  process.  This  has  resulted,  FCC  believes, 
in  separations  procedures  being  more  effective  than  FDC-7  in 
preventing  cross-subsidy  between  MTS  and  private  line  services. 

Regarding  the  contraction  of  service  categories,  FCC  has 
argued  that  increases  in  competition  in  private  line  services 
have  mitigated  the' potential  for. intra-private  line  cross-subsidy, 
thus  removing  the  need  for  the  individual  private  line  service 
categories  which  made  up  the  bulk  of  the  earlier  16  categories. 

FCC  has  also  noted  that  it  is  taking  action  in  noncost  approaches 
of  resale  and  sharing  (see  p.  82),  and  the  restructuring  of  pri¬ 
vate  line  services  which  will  further  reduce  the  potential  for 
cross-subsidy.  FCC  has  said,  however,  that  it  still  expects  AT&T 
to  justify  its  private  line  tariffs  using  fully  distributed  costs 
but  it  has  left  the  allocation  techniques  to  AT&T. 

The  Interim  Manual  is 
not  an  appropriate  cost 
of  service  methodology 

Major  portions  of  telephone  plant  are  used  jointly  or 
interchangeably  to  provide  interstate  and  intrastate  service. 
Separations  procedures  were  started  around  1910  to  allocate 
plant  costs  as  well  as  expenses,  taxes,  and  reserves  for  regu¬ 
latory  purposes  between  intrastate  and  interstate  jurisdictions. 
The  basis  on  which  separations  are  made  is  the  relative  use  of 
telephone  plant  in  each  of  the  operations.  As  noted  below,  the 
usage  measure  may  be  expanded  by  some  multiple  when  applied  to 
particular  types  of  plant.  This  allocation  occurs  in  a  two  step 
process.  The  first  step  is  to  divide  the  cumulative  plant  costs 
recorded  in  the  USOA  into  the  special  plant  categories  used  in 
separations.  For  example,  the  USOA  has  one  account  for  all  Cen¬ 
tral  Office  Equipment.  The  equipment  in  this  account  is  divided 
into  eight  categories  for  separations  purposes.  The  second  step 
is  to  apportion  the  cost  of  the  plant  in  each  category  among  the 
operations  by  the  application  of  various  usage  factors  or  by  di¬ 
rect  assignment.  Usage  is  determined  through  various  special 
studies.  General  guidelines  for  separations  procedures  are  in 
the  Separations  Manual,  which  is  contained  in  Part  67  of  FCC's 
rules. 

Separations  procedures  were  designed  to  allocate  costs 
between  the  interstate  and  intrastate  jurisdictions.  They  were 
not  designed  to  allocate  costs  among  services.  Consequently, 
separations  uses  techniques  which  may  not  produce  an  appropriate 
allocation  of  costs  among  services.  For  example: 

— Separations  uses  residual  costing  techniques,  which  FCC 
found  inappropriate  in  Dockets  18128  and  20814. 
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— Separations  uses  broad  averaging  of  costs  which  ignores 
the  different  cost  characteristics  of  various  categories 
of  plant. 

— Separations  uses  a  subscriber  plant  factor  which  multi¬ 
plies  the  usage  measure  by  about  three  times  to  allocate 
a  greater  portion  of  certain  types  of  exchange  plant  to 
the  interstate  jurisdiction  than  application  of  the  basic 
usage  measure  would  accomplish. 

In  particular,  because  of  the  residual  techniques  and  because  the 
subscriber  plant  factor  is  applied  only  to  message  service  usage 
and  not  to  private  line  service  usage,  it  appears  that  separations 
under allocates  costs  to  the  private  line  category. 

Both  this  result  and  the  inappropriateness  of  using  the 
separations  procedures  for  cost  of  service  allocations  is  recog¬ 
nized  in  the  Separations  Manual  and  has  been  readily  acknowledged 
by  FCC  officials  and  by  the  Commission  in  its  Report  and  Order 
implementing  the  Interim  Manual.  The  Commission,  however,  defends 
the  use  of  separations  on  the  following  grounds. 

— An  advantage  of  using  separations  is  that  it  is  more 
understandable,  auditable,  and  may  reduce  the  incentive 
to  manipulate  the  costing  process  when  compared  with 
FDC-7  . 

— While  costs  may  be  underallocated  to  private  line  services 
using  separations,  more  costs  are  allocated  using  this 
method  than  were  allocated  under  FDC-7. 

— Separations  will  be  more  effective  in  preventing  MTS  cross¬ 
subsidy  of  private  line  services. 

— An  FCC-State  joint  board  proceeding  to  revise  separations 
was  begun  in  1980  to  address  the  separations  allocation 
techniques  discussed  previously. 

Separations  may  not  be  more 

understandable,  auditable,  and 

less  subject  to  potential  manip¬ 
ulation  than  FDC-7 


It  is  questionable  whether  separations  is  any  more  under¬ 
standable,  auditable,  and  less  subject  to  potential  manipulation 
than  FDC-7.  This  is  because  separations  procedures  are  extremely 
complex,  have  been  subject  to  little  Commission  scrutiny,  and 
allow  the  carrier  latitude  in  implementing  the  general  guidelines 
in  the  Separations  Manual. 

The  Separations  Manual  outlines  the  allocation  methodologies 
to  be  used  in  separations  studies;  however,  it  does  not  specify 
the  detailed  procedures  underlying  those  methodologies.  Rather, 
AT&T  carries  out  the  basic  collection  and  organization  of  data 
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and  detailed  processes.  In  September  1979,  FCC  hired  a  contractor 
to  analyze  the  relationship  between  the  Separations  Manual  and 
AT&T's  implementing  procedures  to  assure  they  complied  with  the 
principles  in  the  manual.  1/  The  study's  main  conclusion  was 
that 


m  *  *  *  the  Separations  Manual ,  as  currently  imple¬ 
mented  by  the  Bell  System  in  its  Division  of  Revenues 
process,  permits  flexibility  to  such  an  extent  that 
we  have  serious  reservations  as  to  its  use  as  a  rea¬ 
sonable  device  to  determine  the  appropriate  jurisdic¬ 
tional  separation  of  telephone  plant,  costs  and 
expenses." 

In  particular,  the  study  was  critical  of  the  basic  studies,  which 
develop  the  factors  used  to  apportion  costs,  as  being  updated  and 
modified  in  an  irregular  manner  and  totally  at  AT&T's  discretion. 
The  study  also  expressed  concern  about  AT&T's  control  over  the 
data  to  which  the  studies  are  applied.  In  addition,  the  study 
questioned  the  use  of  separations  as  a  cost  manual.  It  made  a 
series  of  recommendations  aimed  at  giving  FCC  more  understanding 
and  control  over  AT&T's  implementation  of  the  Separations  Manual; 
however,  an  FCC  official  told  us  that  no  action  has  been  taken 
on  these  recommendations. 

From  our  work  at  FCC's  New  York  Field  Office,  we  found  that 
FCC  from  studies  initiated  in  1976  of  New  York  Telephone  (an 
AT&T  affiliate)  had  also  identified  questionable  areas  in  the 
implementation  of  separations  procedures.  Based  on  their 
findings  FCC's  New  York  auditors  supported  the  findings  of  the 
contractor's  study  and  noted  that  separations  is  not  a  cost 
manual . 

In  addition  to  these  studies  FCC  officials,  including  the 
recently  resigned  Bureau  Chief,  agreed  that  separations  pro¬ 
cedures  were  arcane  and  that,  in  the  absence  of  close  FCC  scru¬ 
tiny,  the  potential  existed  for  separations  to  be  manipulated 
to  produce  cross-subsidy.  An  FCC  accountant  in  the  New  York 
Field  Office  expressed  the  view  that  comprehensive  auditing  of 
AT&T's  implementation  of  separations  procedures  could  mitigate 
the  problems  highlighted  above,  but  only  if  such  auditing  takes 
place.  (FCC's  efforts  at  auditing  are  discussed  in  ch.  3.) 

To  obtain  an  estimate  of  the  resources  required  to  have  con¬ 
fidence  in  separations  results,  we  asked  the  New  York  Field  Office 
officials  to  estimate  the  time  spent  on  their  audit  of  New  York 
Telephone  and  what  it  might  take  to  accomplish  similar  audits  in 
the  other  22  operating  companies.  They  estimated  that  since 


1/"A  Study  of  Jurisdictional  Separations  to  Compare  AT&T's  In¬ 
terstate  Settlements  Information  System  with  the  Separations 
Manual  and  Division  of  Revenues  Process”  J.  W.  Wilson  & 
Associates,  Inc.,  Sept.  30,  1980. 
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1976  about  19  staff  years  had  been  spent  on  the  New  York  Tele¬ 
phone  audit  but  that  based  on  the  expertise  they  had  developed 
future  audits  of  individual  companies  might  take  about  9  to  14 
staff  years;  therefore ,  an  audit  of  all  23  AT&T  operating  com¬ 
panies  could  require  from  207  to  322  staff  years.  In  contrast , 
for  fiscal  year  1981  27  staff  years  were  budgeted  for  all  ac¬ 
counting  and  audit  activities.  Given  the  other  responsibilities 
of  this  activity  and  the  likelihood  that  additional  resources 
will  not  be  assigned  of  the  magnitude  required  to  audit  all  AT&T 
companies,  we  believe  FCC  should  not  present  the  Interim  Manual 
as  more  auditable  and  less  subject  to  manipulation  than  FDC-7. 

MTS  cross-subsidy  of  private 

line  services  is  still  possible 

FCC  officials  also  support  the  Interim  Manual  on  the 
grounds  that  a  separations  procedures  based  approach  will  pre¬ 
vent  MTS  services  from  cross-subsidizing  private  line  services. 
It  has  been  alleged  by  FCC  officials  that  such  cross-subsidiz¬ 
ation  occurred  under  FDC-7.  As  evidence  of  this,  FCC  officials 
cite  the  fact  that  the  change  from  FDC-7  to  the  Interim  Manual 
has  shifted  more  costs  from  message  services  to  private  line 
services  lowering  the  private  line  return  (to  about  3.5  percent) 
and  raising  the  MTS  return  (to  about  11.7  percent).  FCC  has 
recognized  that  by  using  separations  procedures  some  additional 
cross-subsidy  may  be  occurring;  however,  FCC  officials  are 
willing  to  accept  the  current  result  on  the  grounds  that  it 
represents  a  beneficial  shift  in  costs  and  because  they  feel 
that  through  the  use  of  separations  a  boundary  has  been  drawn 
between  message  and  private  line  services  which  will  prevent 
further  cross-subsidy. 

While  we  would  not  contest  the  shift  of  cost  responsibility 
from  message  to  private  line  services  and  the  evidence  it  gives 
of  potential  cross-subsidy  under  FDC-7,  we  question  whether  a 
boundary  has  been  drawn  betwen  MTS  and  private  line  services  as 
FCC  suggests.  We  base  our  reservation  on  the  concerns  cited 
previously  regarding  the  incentive,  in  the  absence  of  close 
FCC  scrutiny,  for  manipulation  of  the  separations  procedures 
and  FCC's  apparent  inability  to  prevent  such  manipulation.  We 
would  also  note  that  the  Interim  Manual  allocates  expenses  using 
basically  the  same  procedures  contained  in  the  August  Manual. 

While  the  problems  in  allocating  facility  costs  among  serv¬ 
ices  have  received  the  most  attention  because  expenses  are 
often  allocated  on  the  basis  of  special  studies,  the  potential 
exists  for  expenses  to  be  misallocated  and  thus  cause  cross¬ 
subsidy.  In  this  regard,  the  administrative  law  judge  who  tried 
Docket  20614  stated  that  there  were  more  potential  areas  for 
manipulation  on  the  expense  side  of  the  allocation  process  than 
on  the  facilities  side  and  that  potential  misallocations  of  ex¬ 
penses  had  not  received  sufficient  attention.  Officials  in  the 
Policy  and  Program  Planning  Division  responsible  for  the  Interim 
Manual  agreed  that  the  expense  allocation  procedures  may  allow 
some  potential  for  cross-subsidy.  As  a  result,  they  said  FCC 
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will  have  to  look  closely  at  the  rates  proposed  for  private  line 
services. 


It  is  not  clear  to  what  extent 

separations  procedures  will  be 

revised  by  the  Joint  Board 

In  its  Report  and  Order  issuing  the  Interim  Manual  FCC 
recognized  many  of  the  problems  we  have  discussed  and  stated 
that  it  had  convened  a  Federal-State  Joint  Board  in  June  1980 
to  look  at  separations  procedures  and  make  recommendations  for 
Commission  action  to  improve  the  separations  procedures.  The 
Joint  Board  was  begun  to  look  at  the  allocation  of  exchange 
plant  because  of  FCC's  decision  to  prescribe  access  charges  and 
deregulate  terminal  equipment.  1/  The  FCC  official  responsible 
for  the  Joint  Board  proceeding  Indicated  that  it  would  not  in¬ 
volve  a  comprehensive  look  at  separations  and  that,  in  partic¬ 
ular,  interexchange  plant  allocations  was  not  a  topic  to  be 
considered  by  this  Joint  Board. 

Given  this  situation,  it  is  not  clear  when  the  separations 
related  problems  of  the  Interim  Manual  will  be  revised.  The 
FCC  official  responsible  for  the  Interim  Manual  told  us  that 
if  the  Joint  Board  does  not  make  all  the  necessary  changes, 

FCC  may  make  independent  changes  in  the  Manual;  however,  he 
could  not  be  precise  about  when  this  would  occur. 

Prevention  of  intraservice  cross¬ 
subsidy  has  not  been  clarified 

In  addition  to  the  problem  of  cross-subsidy  between  MTS  and 
private  line  services  is  the  potential  for  cross-subsidy  among 
private  line  services  as  well  as  among  the  various  WATS  services 
To  detect  and  prevent  such  cross-subsidy,  FCC  intends  to  rely  on 
so-called  noncost  approaches  and  tariff  review. 

The  noncost  approaches  are  directed  at  the  three  conditions 
which  allow  a  firm  to  engage  in  price  discrimination.  The  firm 
must  (1)  have  market  power,  (2)  be  able  to  segment  its  customers 
and  (3)  be  able  to  constrain  arbitrage.  2/ 

To  address  the  first  condition,  FCC  has  allowed  entry  into 
private  line  services.  As  was  noted  in  chapter  2,  competitors 
have  made  their  greatest  inroads  into  this  sector;  however,  in 
the  aggregate  AT&T  still  has  a  dominant  share. 


1/Access  charges  and  issues  surrounding  terminal  equipment 
deregulation  are  discussed  more  fully  in  chapters  7  and  8. 

2/Arbitrage  is  the  simultaneous  buying  and  selling  of  a  telecom' 
munications  service  in  different  markets  in  order  to  profit 
from  a  price  advantage. 


To  address  the  second  condition  FCC,  based  on  the  view  that 
differences  in  private  line  services  are  largely  marketing  dis¬ 
tinctions  designed  to  segment  customers,  is  attempting  to  re¬ 
structure  AT&T’s  private  line  services  into  their  generic  com¬ 
ponents  such  as  a  local  loop,  a  switch,  and  a  transmission  line. 
Such  a  restructuring  would  allow  customers  to  buy  only  the  serv¬ 
ices  they  need  to  meet  their  communications  demands  and  not  force 
them  to  purchase  "packaged”  services  which  could  involve  elements 
of  cross-subsidy.  While  this  approach  has  strong  intuitive  ap¬ 
peal,  it  is  still  being  developed,  and  its  success  must  ulti¬ 
mately  depend,  we  believe,  on  establishing  the  cost  of  the 
generic  components. 

Regarding  arbitrage  FCC  has  attempted  to  relax  the  prohibi¬ 
tions  on  the  resale  and  sharing  of  private  line,  WATS  and  MTS 
services.  Allowing  resale  and  sharing  would  mean  that  if  a  car¬ 
rier  attempted  to  underprice  a  service,  its  competitors  could  also 
buy  that  service,  repackage  it,  and  sell  it  to  other  customers. 

As  of  June  1981  all  resale  restrictions  on  MTS  and  WATS 
services  were  removed.  Some  restrictions  still  exist  on  private 
line  services.  In  particular,  AT&T  tariffs  do  not  allow  its 
private  line  services  to  be  resold  if  the  purpose  of  the  resale 
is  to  provide  a  functionally  equivalent  MTS  or  WATS  service. 

A  senior  public  utility  specialist  in  the  Tariff  Division  told 
us,  however,  that  the  relaxation  of  resale  restrictions  on  MTS 
and  WATS  have  essentially  mooted  these  restrictions  on  private 
line  services,  and  the  resale  field  in  his  view  is  "wide  open." 

These  noncost  approaches  have  a  strong  appeal  and  we 
encourage  FCC  to  continue  their  development;  however,  it  will 
be  several  years  at  best  before  the  private  line  restructuring 
is  completed.  Further,  we  suspect  it  will  be  several  additional 
years  before  their  effectiveness  can  be  determined,  in  the  in¬ 
terim,  FCC  must  rely  on  the  review  of  individual  tariffs  to  de¬ 
tect  and  prevent  cross-subsidy.  FCC  officials  noted,  however, 
that  they  do  not  now  have  an  acceptable  FDC  methodology  for 
allocating  costs  among  individual  private  line  services.  Their 
review  of  cost  allocation  procedures  for  individual  tariffs  will 
continue  to  be  done  on  an  ad  hoc  basis,  and  as  one  official  put 
it  "we  will  know  an  acceptable  methodology  when  we  see  it."  Com¬ 
mission  officials  view  this  uncertainty  as  beneficial,  and  the 
Bureau  Chief  during  the  time  of  our  review,  suggested  that  it 
might  act  as  an  incentive  for  AT&T  to  file  a  cost  justification 
FCC  would  find  acceptable.  If  an  acceptable  methodology  is  not 
produced,  FCC  officials  indicated  they  would  reject  the  tariff. 

The  Interim  Cost  Manual  is 
in  part  an  ad  hoc  reaction 
to  the  U.S.  Court  of  Appeals 
order  to  provide  a  legal 
WATS  tariff 

In  February  1979,  MCI  filed  a  petition  with  the  U.S. 

Court  of  Appeals  for  the  District  of  Columbia  Circuit  for  review 
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of  FCC's  decisions  which  repeatedly  found  AT&T's  1973,  1974,  1975, 
and  1976  WATS  tariff  revisions  unsupported  by  the  data  provided. 
FCC  has,  however,  allowed  the  revisions  to  remain  in  effect.  NCI 
challenged  FCC's  allowing  the  WATS  tariffs  to  continue  in  effect 
for  such  a  long  period  without  a  determination  that  those  revi¬ 
sions  were  just  and  reasonable.  In  its  April  1980  decision,  the 
court  1/  in  essence  agreed  with  NCI  and  found  that  there  must  be 
some  limit  to  the  time  tariffs  unjustified  under  law  can  remain 
in  effect,  even  if  FCC  is  in  no  position  to  decide  whether  they 
are  actually  lawful.  The  court  ordered  FCC  to  develop  a  schedule 
for  the  expeditious  resolution  of  this  controversy.  Developing  a 
Commission-approved  cost  manual  was  part  of  the  timetable  FCC 
subsequently  filed  with  the  court,  promising  to  decide  the  ques¬ 
tion  by  December  1980. 

The  initial  Notice  of  Inquiry  in  the  proceeding  to  develop 
a  cost  manual  was  issued  in  September  1979.  It  contained  no  men¬ 
tion  of  a  separations-based  approach,  although  the  discussion  did 
indicate  FCC  was  dissatisfied  with  FDC-7  and  wanted  to  consider 
alternatives.  FCC  stated  that  after  receiving  parties'  comments 
it  would  issue  a  proposed  manual.  In  June  1980  FCC  did  issue  the 
proposed  Interim  Manual  for  comment  and  in  December  1980  it  was 
adopted . 

FCC  officials  have  stated  that  regardless  of  the  court's 
order  they  would  have  gone  with  a  separations-based  approach. 

The  language  of  FCC's  Report  and  Order  adopting  the  Interim 
Manual  suggests,  however,  that  the  court's  order  had  some 
effect.  For  example,  in  deciding  not  to  modify  and  adopt  FDC-7 
as  its  cost  manual  FCC  said 

"Because  of  our  desire  to  implement  an  allocation 
methodology  which  would  be  understandable  and 
auditable  and  because  of  our  obligation  under  an 
order  of  the  United  States  Court  of  Appeals  for  the 
District  of  Columbia  Circuit  to  adopt  a  cost  allo¬ 
cation  manual  in  December  1980,  we  determined  that 
an  alternative  approach  was  required." 

Further,  FCC  said: 

"In  evaluating  the  criticisms  of  our  proposal  to 
utilize  jurisdictional  separations  results  as  a  prime 
component  of  the  interim  cost  allocation  manual  it 
is  necessary  to  be  mindful  of  the  proper  context  for 
this  task.  We  are  obligated  by  order  of  the  United 
States  Court  of  Appeals  to  promulgate  a  manual  on  an 
expedited  schedule.  The  proposal  contained  in  the 
interim  manual  must  be  judged  by  two  standards.  First, 
it  is  an  improvement  over  existing  procedures  and, 
second,  it  is  superior  to  alternative  proposals  which 
can  be  implemented  at  this  time." 


1/MCI  Telecommunications  Corp.  v.  F.C.C. ,  627  F.  2d  322  (1980). 
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TARIFF  PROVISIONS  OF  THE 
COMMUNICATIONS  ACT  IMPEDE 
FCC*S  ABILITY  TO  OBTAIN 
NEEDED  C6ST  DATA 

FCC  has  specific  responsibilities  under  sections  201  through 
205  of  the  Commmunications  Act  regarding  the  approval  of  tariffs 
for  individual  communications  services.  1/  These  responsibilities 
are  directed  at  giving  FCC  control  over  monopoly  pricing  abuses. 

In  particular,  FCC  may,  in  the  case  of  an  excessive  rate,  issue 
an  accounting  order  requiring  the  carrier  to  maintain  a  record 
of  revenues  received  from  the  service  in  question,  and  after 
finding  in  a  hearing  that  the  rate  is  excessive,  order  a  refund. 

With  the  development  of  competition  and  the  attendant  poten¬ 
tial  for  cross-subsidy,  FCC's  regulatory  concern  has  expanded  to 
detecting  and  correcting  rates  which  are  too  low  in  addition  to 
rates  which  are  too  high.  FCC  has  required  that  rates  be  cost 
based  and  that  costs  be  fully  distributed  among  all  services.  To 
make  this  determination  FCC  requires  carriers  to  file  certain  cost 
data  supporting  their  tariffs.  This  data  forms  the  factual  basis 
for  a  review  following  which  the  Commission  may 

— find  the  tariff  is  unlawful  on  its  face  and,  there¬ 
fore,  reject  it  not  allowing  it  to  take  effect; 

— find  that  the  tariff  has  questionable  aspects, 

suspend  the  tariff  for  a  maximum  of  5  months  (after 
which  it  becomes  effective)  and  set  the  tariff  for 
hearing  to  determine  its  lawfulness;  or 

— find  the  tariff  is  lawful  and  allow  it  to  become 
effective . 

After  the  hearing,  if  FCC  determines  the  rate  violates  the  act, 
it  may  prescribe  a  just  and  reasonable  charge. 

FCC  officials  have  stated  that  a  carrier  which  is  attempting 
to  cross-subsidize  has  a  strong  incentive  to  provide  enough  cost 
data  information  to  meet  the  statutory  requirements  but  not  enough 
for  FCC  to  find  the  tariff  unlawful  on  its  face.  During  the  en¬ 
suing  hearing  process  an  FCC  official  noted  the  carrier  will  con¬ 
tinue  to  have  an  incentive  to  obfuscate  the  cost  data  supporting 
its  rate.  This  in  turn  may  extend  the  hearing  process  beyond  the 
5-month  suspension  period,  thus  allowing  th,a  tariff  to  take  effect. 
Once  the  tariff  is  effective  a  powerful  clientele  will  build  among 
users  who  enjoy  the  artificially  low  rate  while  the  low  rate  at 
the  same  time  may  thwart  competition.  The  incentive  to  obfuscate 
cost  data  flows  not  only  from  a  desire  to  behave  anticompetitively 
but  also  from  a  natural  desire  by  the  carrier  to  avoid  having  its 
costs  scrutinized  by  competitors. 


1/A  tariff  contains  the  rates,  terms,  and  conditions  for  a 
particular  service.  FCC's  responsibilities  are  detailed  in 
appendix  I. 
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FCC  summarized  such  a  situation  in  its  decision  in  Docket 
20814  when  it  said: 

"Although  we  have  conducted  several  in-depth  inves¬ 
tigations  in  which  major  AT&T  tariffs  have  been  found 
unlawful/  in  every  case  these  findings  of  unlawfulness 
stemmed  principally  from  AT&T's  failure  to  justify 
its  rate  levels  and  rate  structures  with  appropriate 
cost  data.  While  the  essentially  negative  findings 
on  AT&T's  cost  justification  in  the  WATS,  DDS,  and 
Hi-Lo  investigations  supported  declarations  of  unlaw¬ 
fulness  and  the  formulation  of  specific  guidelines 
for  the  subsequent  tariffs  we  ordered  AT&T  to  file, 
the  records  in  these  proceedings  disclosed  little 
reliable  cost  of  service  information  which  could  have 
formed  the  basis  for  a  rate  prescription.  Despite  our 
frustration,  we  had  no  recourse  but  to  allow  the  un¬ 
lawful  tariffs  to  remain  in  effect  until  AT&T  complied 
with  our  orders  to  file  superseding  tariffs." 

The  net  result  is  a  pattern  of  tariff  filings,  hearings, 
findings  of  unlawfulness,  and  rejection  followed  by  a  repeat 
of  this  pattern.  As  the  Commission  put  it  in  Docket  20814: 

"Unjustified  and  unlawful  tariffs  have  remained  in 
effect  often  for  years  while  under  investigation, 
only  to  be  replaced  by  other  tariffs  which  themselves 
are  later  found  to  be  unlawful.  Where  replacement 
tariffs  have  been  found  to  be  recognizably  unlawful 
at  the  time  of  their  filing,  as  in  the  case  of  the 
most  recent  WATS  revisions  we  have  had  little  choice 
but  to  exercise  our  rejection  power  with  the  unsatis¬ 
factory  result  that  the  former  unlawful  tariff  must 
remain  in  effect  for  an  even  longer  period  of  time. 

The  paucity  of  useful  cost  information  submitted  by 
AT&T  in  this  proceeding,  and  in  Docket  No.  19919 
before  it,  has  prevented  meaningful  progress  toward 
the  determination  of  lawful  Series  2000/3000  rates. 

These  two  proceedings  demonstrate  the  carrier's 
ability  to  frustrate  the  regulatory  process  by  its 
failure  to  provide  the  kinds  of  information  we  re¬ 
quire  for  a  reasoned  analysis  of  its  tariffs." 

One  way  we  believe  FCC  could  deal  with  a  tariff  it  believes 
is  too  low  would  be  for  FCC  to  prescribe  an  interim  tariff.  If 
FCC  prescribes  a  tariff  which  ultimately  is  higher  than  what  the 
market  will  bear,  then  the  carrier  will  seek  to  have  the  tariff 
revised  by  filing  sufficient  cost  data  to  support  the  rate  it 
would  prefer.  FCC  officials  have  fully  agreed  with  the  value  of 
prescription  as  a  means  to  improve  the  quality  of  cost  data  they 
receive.  FCC,  however,  has  not  used  its  existing  prescription 
authority  because  FCC  officials  felt  that  past  tariff  hearings 
had  not  produced  understandable  cost  data  on  which  a  prescription 
could  be  based.  They  felt  that  prescription  had  to  be  based  on 


understandable  cost  data  in  order  to  withstand  potential  court 
challenges  by  the  carrier  for  whom  a  tariff  had  been  prescribed. 

FCC's  statements  involve  circular  reasoning  which  virtually 
assures  that  no  prescription  will  be  made — FCC  cannot  prescribe 
without  adequate  cost  data  but  FCC  cannot  obtain  adequate  cost 
data  without  a  prescription.  To  break  this  cycle  we  believe  FCC 
needs  the  authority  to  prescribe  an  interim  tariff  based  on 
the  cost  data  which  the  carrier  had  submitted  in  support  of  its 
tariff.  With  this  authority  FCC  can  use  its  expertise  and 
available  cost  information  to  make  adjustments  or  correct  defic¬ 
iencies  in  the  cost  data  the  carrier  filed.  This  interim  tariff 
would  go  into  effect  at  the  end  of  the  suspension  period.  To 
prevent  FCC  from  keeping  in  effect  indefinitely  an  interim  tariff 
which  might  be  so  high  as  to  cause  the  carrier  to  lose  consider¬ 
able  amounts  of  business,  we  believe  the  interim  tariff  ought  to 
have  a  limited  lifespan — 12  months  would  seem  reasonable. 

During  that  time  FCC  could  hold  a  hearing  and  based  on  the  data 
presented  in  the  hearing,  prescribe  a  permanent  tariff. 

CONCLUSIONS 

With  the  introduction  of  competition,  development  of  costing 
principles  and  methodologies  to  guide  in  determining  the  appro¬ 
priate  rates  for  monopoly  and  competitive  services  has  become  a 
critical  issue.  FCC  has  struggled  with  this  issue  for  over  20 
years  with  what  can  only  be  characterized  as  limited  success. 

While  FCC  has  established  the  broad  principle  that  costs  should 
be  fully  distributed  among  all  services,  it  has  not  come  up  with 
a  long-term  approach  for  implementing  this  principle. 

FCC's  initial  approach — FDC  Method  7 — proved  impossible  to 
implement.  It  was  hampered  by  two  inherent  flaws — the  use  of 
forecasting  to  allocate  facility  costs  and  the  inability  to 
reconcile  through  trial  balancing  the  total  costs  obtained  from 
FDC— 7  with  the  total  costs  obtained  from  separations.  We  believe 
FCC  contributed  to  the  difficulties  it  experienced  with  FDC-7  by 
not  following  through  with  the  development  of  a  Uniform  System  of 
Accounts  to  support  this  costing  approach,  and  by  not  exerting 
sufficient  control  over  the  implementation  process. 

In  the  face  of  these  problems  and  a  court  deadline  to  develop 
a  lawful  WATS  tariff,  FCC  has  adopted  an  Interim  Cost  Manual  which 
uses  separations  procedures  to  allocate  costs  among  four  broad 
categories  of  service.  The  Manual  is  intended  to  be  an  interim 
solution  until  a  more  concrete,  long-term  approach  can  be  devel¬ 
oped  . 

We  believe  the  Interim  Manual  represents  an  illusory 
improvement  over  FDC-7,  and  will  prove  to  be  of  little  value 
in  dealing  comprehensively,  over  the  long  run,  with  the  poten¬ 
tial  for  cross-subsidy.  Although  the  Interim  Manual  eliminates 
the  problems  caused  by  forecasting  and  trial  balancing,  because 
it  relies  on  separations  procedures  to  allocate  facility  costs, 


it  may  not  be  any  more  understandable,  auditable,  or  less 
subject  to  potential  manipulation  than  FDC-7. 

The  Interim  Manual  does  not  address  all  potential  areas  of 
cross-subsidy.  In  particular,  FCC  does  not  have  a  comprehensive 
approach  for  allocating  costs  among  WATS  and  private  line  serv¬ 
ices.  FCC  intends  to  rely‘ on  currently  undeveloped,  and  untried 
noncost  approaches — resale  and  sharing,  and  private  line  restruc¬ 
turing — as  well  as  ad  hoc  tariff  review  to  prevent  cross-subsidy 
among  these  service  categories.  Individual  tariff  review,  how¬ 
ever,  represents  a  continuation  of  the  same  unsatisfactory  ap¬ 
proach  which  FCC  has  used  in  the  past  but  now  without  a  clear 
guideline  of  what  is  an  acceptable  allocation  methodology.  The 
noncost  approaches  while  theoretically  attractive  are  simply 
unproven . 

We  see  a  reasonable  solution  to  the  problem  of  interservice 
cross-subsidy  occurring  in  several  stages  and  using  several  tech¬ 
niques.  One  way  to  reduce  the  potential  for  misallocating  joint 
and  common  costs  is  to  prohibit  such  costs  to  the  greatest  extent 
practical.  In  this  regard,  we  discuss  in  chapter  6  the  use  of 
separate  subsidiaries.  Even  with  separate  subsidiaries,  however, 
there  will  still  be  opportunities,  particularly  in  the  inter¬ 
exchange  service  markets,  for  cross-subsidy. 

For  now  we  believe  FCC  needs  to  revise  the  Interim  Cost 
Manual  in  two  areas.  First,  the  service  categories  should  be  ex¬ 
panded  to  include  appropriate  groupings  of  WATS  and  private  line 
services.  These  groupings  which  should  reflect  the  relative  com¬ 
petitiveness,  particularly  of  the  various  private  line  services, 
would  improve  FCC's  ability  to  detect  cross-subsidy.  Second,  to 
provide  allocation  methodologies  for  the  expanded  service  cate¬ 
gories  and  to  alleviate  concerns  about  carrier  discretion  in  the 
implementation  of  separations  procedures,  FCC  needs  to  develop  an 
independent  set  of  allocation  factors.  Such  factors,  which  would 
be  based  on  the  principle  of  relative  use,  could  be  drawn  from 
separations,  and  from  FCC's  experience  with  FDC-1  and  the  Seven 
Way  Cost  Study.  Their  key  feature  should  be,  however,  that  they 
are  clear  and  unambiguous  and  allow  minimal  carrier  discretion  in 
their  measurement  or  application. 

For  the  long  run  we  view  the  revision  of  the  USOA  as  the 
cornerstone  of  an  acceptable  costing  approach.  While  we  will 
discuss  the  USOA  revisions  more  thoroughly  in  the  next  chapter, 
we  believe  FCC  must  move  in  the  direction  of  a  USOA  which  makes 
as  much  direct  attribution  of  costs  to  services  as  possible  and 
which  captures  the  factors  used  to  allocate  joint  and  common 
costs  among  services. 

To  address  the  problem  of  trial  balancing,  we  believe  the 
revision  of  the  USOA  needs  to  be  coordinated  with  the  revision  of 
separations  procedures.  While  we  will  discuss  this  further  in 
the  next  chapter,  a  USOA  which  is  coordinated  with  separations 
should  eliminate  the  problem  of  trial  balancing  and  would  allow 


a  change  from  top-down  costing  to  an  approach  where  costs  of 
a  particular  service  are  aggregated  from  the  bottom  up.  We  would 
also  anticipate  that  the  long-term  approach  would  incorporate  the 
private  line  restructuring  now  under  consideration.  Certainly, 
we  would  expect  the  revised  USOA  to  incorporate  accounts  which 
would  reflect  and  capture  the  costs  of  the  generic  private  line 
components. 

The  overall  goal  needs  to  be  a  methodology  which  provides 
clear,  unambiguous  allocation  of  costs  among  service  categories. 
This  methodology  should  provide  a  benchmark  for  detecting  and 
measuring  cross-subsidy.  As  competitive  conditions  warrant, 
pricing  deviations  should  be  allowed. 

Other  noncost  approaches  should  also  be  vigorously  pursued 
which  can  compliment  the  methodology's  effectiveness  in  preventing 
cross-subsidy.  In  this  regard,  we  favor  the  relaxation  of  resale 
and  sharing  restrictions  on  all  services.  This  should  allow  arbi¬ 
trage  of  a  carrier's  services  if  it  attempts  to  cross-subsidize 
one  service  with  another.  We  also  believe  FCC  needs  to  evaluate 
the  feasibility  of  using  generic  components  in  services  beyond 
the  private  line  services  currently  under  consideration. 

We  also  believe  that  an  expansion  of  FCC's  authority  to  allow 
it  to  prescribe  interim  tariffs  would  be  an  important  compliment 
to  the  development  of  a  viable  allocation  methodology  and  the  use 
of  noncost  approaches.  Interim  prescription  would  go  a  long  way 
toward  increasing  a  carrier's  incentives  to  supply  cost  data  to 
clearly  support  its  rates.  Amending  the  Communications  Act  to 
provide  such  authority  would  also  bring  the  tariff  provisions  into 
line  with  the  reality  of  developing  competition  and  the  potential 
for  cross-subsidy. 

RECOMMENDATION  TO  THE  CONGRESS 

We  recommend  that  the  Congress  amend  section  205  of  the 
Communications  Act  to  give  FCC  the  authority  to  prescribe  an 
interim  tariff  based  on  the  cost  data  which  a  carrier  submits  in 
support  of  its  tariff.  The  interim  tariff  would  go  into  effect 
at  the  end  of  any  suspension  period  FCC  might  designate.  The  in¬ 
terim  tariff  should  have  a  limited  lifespan.  During  this  time  FCC 
will  hold  a  hearing  and  at  the  hearing's  conclusion  FCC,  based  on 
the  data  presented  in  the  hearing,  will  prescribe  a  permanent 
tariff. 

RECOMMENDATIONS  TO  THE  CHAIRMAN,  FCC 


We  recommend  that  the  Commission  develop  a  clear,  unambig¬ 
uous  cost  allocation  methodology  in  the  near  term  by 

— Revising  the  Interim  Cost  Manual  to  (1)  expand  the 
number  of  service  categories  and  (2)  develop  an 
independent  set  of  allocation  factors  which  would 
allow  minimal  carrier  discretion  in  their  measure¬ 
ment  and  application. 


We  also  recommend  that  over  time  the  Commission 


— Revise  the  Uniform  System  of  Accounts  to  provide  a 

cornerstone  for  an  acceptable  long-term  costing  approach. 

— Coordinate  the  system  of  accounts'  development  with  re¬ 
vision  of  separations  procedures  and  the  restructuring 
of  private  line  services. 

— Develop,  based  on  the  revised  system  of  accounts,  a 
costing  approach  which  aggregates  costs  of  a  particular 
service  from  the  bottom  up. 

—  Initiate  a  proceeding  to  evaluate  the  feasibility  of  using 
generic  components  in  services  beyond  the  private  line 
services  currently  under  consideration. 
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CHAPTER  5 


FCC  HAS  MADE  LITTLE  PROGRESS  IN  REVISING 
THE  UNIFORM  SYSTEM  OF  ACCOUNTS 


The  Uniform  System  of  Accounts  is  a  fundamental  source  of 
regulatory  information.  Adopted  by  FCC  in  1935,  subsequent 
rapid  technological  change  and  the  subsequent  introduction  of 
competition  have  brought  about  the  need  for  its  revision.  The 
system  of  accounts  cannot  provide  the  cost  of  service  data  FCC 
needs  to  address  the  problem  of  cross-subsidy  by  a  carrier 
operating  in  both  monopoly  and  competitive  markets.  FCC  has 
since  1978  been  attempting  to  revise  the  system  but  without 
success.  Management  problems  we  identified  in  a  November  1979 
report  1/  are  still  uncorrected  and  FCC  has  not  decided  on  the 
overall  direction  or  structure  for  the  system.  We  are  making  a 
series  of  recommendations  to  resolve  the  management  problems  in 
order  to  have  this  project  receive  the  priority  it  deserves. 

WHY  REVISE  THE  UNIFORM  SYSTEM  OF  ACCOUNTS? 

The  Uniform  System  of  Accounts  FCC  requires  for  domestic 
common  carriers  provides  a  means  for  classifying,  recording, 
interpreting,  and  reporting  a  carrier's  financial  facts.  As 
such,  it  is  a  fundamental  source  of  information  for  the  regu¬ 
lator.  FCC  adopted  the  current  USOA  in  1935  when  its  basic 
concern  was  the  overall  financial  results  of  the  regulated  firm. 
The  USOA  is  broad  and  provides  data  for  reviewing  overall  in¬ 
vestment  and  expense  levels,  property  valuation  and  depreciation 
rates.  The  USOA  has  also  provided  a  basis  for  review  of  car¬ 
riers'  overall  revenue  requirements,  including  the  determination 
of  a  fair  rate  of  return  computed  on  an  appropriate  rate  base. 

Two  events  have  served  as  a  catalyst  for  revising  the 
existing  USOA.  First,  technological  change  has  created  new  means 
of  providing  telecommunications  services  which  are  not  reflected 
in  the  antiquated  accounts.  For  example,  current  plant  accounts 
do  not  reflect  the  use  of  microwave  and  satellite  facilities  for 
interexchange  communications.  This  same  technological  change  has 
created  a  variety  of  new  services  not  envisioned  when  the  USOA 
was  established.  Thus,  a  revision  of  the  USOA  is  needed  to  re¬ 
flect  current  technologies  and  business  functions  which  were  not 
contemplated  when  the  original  USOA  was  formulated.  Second,  in 
response  to  technological  change  competitive  entry  has  been 
allowed.  As  noted  in  the  previous  chapter,  this  has  created  an 
incentive  for  cross-subsidy.  Thus,  the  Commission  has  been  con¬ 
cerned  with  the  costs  (and  rates)  for  individual  services.  Be¬ 
cause  it  focuses  on  companywide  results  the  USOA  has  proved  to 
be  little,  if  any,  help  in  resolving  issues  regarding  the 


l/"Outlook  Dim  For  Revised  Accounting  System  Needed  For 

Changing  Telephone  Industry,"  (FGMSD-80-9,  Nov.  13,  1979). 


appropriate  rates  for  various  services.  To  obtain  service  level 
cost  data  several  special  studies  must  be  performed.  1/ 

The  use  of  the  special  studies  raised  the  potential  for 
inaccurate  distribution  of  costs  and,  thus,  raised  the  poten¬ 
tial  for  cross-subsidy.  FCC  has  recognized  this  problem  for 
some  time  noting  in  Docket  19129 

"Without  belaboring  the  problems  relating  to  the 
accounting  system  or  enumerating  all  its  deficiencies, 
we  need  simply  say  that  we  recognize  the  inadequacies 
of  the  uniform  system  of  accounts  for  our  regulatory 
purposes.  In  recent  decisions  involving  AT&T  inter¬ 
state  services,  *  *  *  we  were  hampered  in  our  ability 
to  determine  the  lawfulness  of  Bell's  rates  and  rate 
structures  by  the  lack  of  information  as  to  invest¬ 
ment,  expenses  and  revenues  associated  with  specific 
services  and  sub-services.  Although  AT&T  conducted 
special  studies  for  this  purpose,  even  these,  we 
found,  were  inadequate." 

Subsequently,  in  June  1978  FCC  began  a  proceeding  to  revise 
the  USOA. 

WHAT  FCC  SET  OUT  TO  DO 

In  June  1978,  the  Commission  adopted  a  Notice  of  Proposed 
Rulemaking  entitled  "Revision  of  Accounts  and  Financial  Reporting 
for  Telephone  Companies."  The  notice  outlined  a  proposal  for 
extensively  revising  the  USOA,  the  data  collection,  and  record¬ 
keeping  and  reporting  requirements  for  telephone  companies.  The 
Commission  set  forth  several  objectives  for  a  new  system: 

— "It  will  form  the  basis  for  financial  reports,  includ¬ 
ing  both  balance  sheet  and  income  statement  reporting. 

— "It  will  serve  as  a  data  base  and  a  foundation  for 
managerial  decisionmaking  and  internal  management  re¬ 
ports  by  the  carriers." 

— "It  will  provide  sufficiently  detailed  disaggregated 
cost  and  revenue  information  for  derivation  of  costs 
and  revenues  of  individual  services  and  rate  elements, 
for  pricing  decisions  and  other  managerial  decision¬ 
making  by  the  carriers. 

— "It  similarily  will  provide  detailed  disaggregated 
cost  and  revenue  information  for  derivation  of  costs 


jL/To  obtain  the  unit  costs  of  plant  used  in  a  particular  service, 
two  special  studies  are  done.  The  first  identifies  the  char¬ 
acteristics  of  telecommunications  plant  associated  with  the 
service.  The  second  determines  the  cost  of  identified  plant 
characteristics. 
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and  revenues  of  individual  services  and  rate  elements 
for  rate  review  and  continuing  surveillance  purposes 
of  this  Commission  (and  other  regulatory  bodies  which 
adopt  the  revisions)  and  provide  a  basis  for  rate 
prescriptions,  where  appropriate. 

— "It  will  facilitate  the  breakdown  of  costs  between 
interstate  and  intrastate  jurisdictions  ('jurisdic¬ 
tional  separations'). 

— "It  will  permit  analysis  of  facility  and  plant  util¬ 
ization,  including  studies  of  the  causes  for  each 
category  of  expenditure  and  review  of  service  quality 
and  service  efficiency. 

— "It  will  be  structured  so  as  to  allow  for  regulatory 
and  independent  auditing  and  tracing  of  questioned 
entries." 

PCC  proposed  a  detailed  system  of  accounts  for  revenues, 
plant,  and  expenses.  It  also  proposed  to  capture  within  the 
USOA  in  Primary  Allocation  Records  information  which  could  be 
used  to  allocate  costs  which  could  not  be  directly  attributed 
within  the  system  of  accounts.  The  revision  was  intended  to 
support  the  FDC-7  cost  methodology  information  needs  and,  in 
the  process,  improve  on  AT&T's  August  Manual  which  relied  on 
special  studies.  The  revised  USOA  was  expected  to  be  useful  in 
supporting  other  costing  methodologies  such  as  FDC-1.  It  was 
also  intended  to  provide  the  information  needed  to  facilitate 
separations  procedures  discussed  in  chapter  4. 

The  Commission  received  a  series  of  comments  from  tele¬ 
communications  common  carriers,  State  public  utility  commis¬ 
sions,  and  other  interested  individuals.  After  analyzing  the 
comments,  the  Commission,  in  August  1979,  issued  a  Supplemental 
Notice  of  Proposed  Rulemaking  to  further  clarify  issues  and 
request  additional  comments  on  the  proposed  system.  The  Com¬ 
mission  has  not  issued  any  additional  notices. 

MANAGEMENT  WEAKNESSES  IN  FCC's 
ATTEMPT  AT  USOA  REVISION 

In  November  1979  we  reported  on  the  status  of  the  USOA 
revisons.  He  identified  a  series  of  management  problems  which 
indicated  that  the  revision  might  encounter  difficulties  in  its 
implementation  and  use.  To  address  these  problems  we  recom¬ 
mended,  among  other  things,  that  the  Commission  Chairman  appoint 
an  official  to  head  the  project,  define  the  needs  of  intended 
users  of  the  revised  system,  and  coordinate  the  revision  with 
other  proceedings,  including  the  development  of  cost  allocation 
methodologies . 

In  its  formal  reply  to  our  report,  the  Commission  stated 
that  our  report  was  critical,  but  very  constructive.  Therefore, 


the  Commission  believed  our  report  would  be  useful  in  the  future 
development  of  the  USOA.  The  Commission  said  it  would  take  the 
following  steps: 

— Establish  a  task  force,  headed  by  a  senior  staff  member 
and  composed  of  individuals  with  appropriate  background 
and  expertise,  to  design  the  revised  system. 

— Make  development  of  an  appropriate  implementation 
schedule  a  priority  assignment  of  the  task  force. 

— Require  regular  progress  reports  to  division  chiefs 
and  the  deputy  chief  for  policy  to  ensure  that  the 
Commission's  overall  goals  are  accommodated  and  that 
appropriate  coordination  is  maintained  among  related 
major  actions. 

— Direct  the  task  force  to  develop,  as  soon  as  possible, 
a  management  paper  defining  the  output  that  the  various 
users  of  the  accounting  system  require,  keeping  in  mind 
the  priority  to  be  accorded  each  of  these  needs. 

— Direct  the  task  force  to  evaluate  the  procedural  op¬ 
tions  and  outline  steps  that  will  ensure  that  appro¬ 
priate  input  from  the  industry  and  State  regulators 
will  be  obtained. 

ALMOST  NO  PROGRESS  HAS  BEEN 
MADE  IN  REVISING  THE  USOA 


The  revision  of  the  USOA  has  made  very  little  progress.  A 
second  Notice  of  Proposed  Rulemaking  scheduled  for  Commission 
action  in  July  1980,  which  would  have  proposed  a  set  of  revenue 
accounts  was  never  released.  The  project  is  now  in  limbo. 
Although  the  Commission  Chairman  promised  the  Congress  in  1978 
that  it  would  begin  implementing  the  new  system  in  January  1981, 
the  Commission  economist  who  headed  the  project  recently  esti¬ 
mated  that  if  the  Commission  could  get  the  project  moving  again, 
implementation  would  not  occur  before  January  1985. 

There  are  two  broad  reasons  for  this  current  state  of 
affairs. 

— FCC  has  not  given  this  project  adequate  attention,  to  the 
point  of  not  implementing  its  promised  reforms. 

— Revision  of  the  Cost  Manual  and  other  Commission  actions 
have  kindled  a  debate  over  whether  the  Commission  should 
go  forward  with  the  USOA  revision  as  originally  planned. 

FCC  has  not  given 
revision  adequate  attention 

Although  it  has  long  recognized  the  need  to  revise  the  U 
FCC  has  not  given  this  effort  adequate  attention.  Reflecting 
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this  fact,  the  project  still  lacks  a  leader  with  the  authority 
to  direct  the  project  and  an  appropriate  staff  to  implement  the 
revision.  In  addition,  other  issues,  such  as  intended  user  needs, 
have  not  been  adequately  addressed. 

There  has  not  been,  to  date,  an  individual  with  both  the 
responsibility  and  authority  to  direct  the  USOA  revision.  Fol¬ 
lowing  our  report  FCC  assigned  overall  responsibility  for  the 
revision  to  the  Deputy  Bureau  Chief  for  Policy.  This  individual, 
at  the  time  of  our  review,  told  us  that  the  Chief  of  the  Economics 
Division  was  to  be  assigned  specific  responsibility  within  FCC 
for  all  phases  of  implementation  and  development  of  the  project. 
This  position,  however,  was  vacant  during  most  of  1980.  Although 
a  Division  Chief  was  named  in  November  1980  the  Bureau  Chief  at 
the  time  felt  that  he  knew  nothing  about  the  project  and  was  not 
qualified  to  head  the  effort.  This  left  an  economist  in  the 
Economics  Division  who  has  worked  on  the  project  since  its  incep¬ 
tion  as  the  person  largely  responsible  for  the  revision.  The 
Bureau  Chief  told  us  he  was  reluctant  to  give  the  economist  free 
rein  with  the  appropriate  authority  to  direct  the  project  because 
the  economist  did  not  have  the  necessary  range  of  experience. 

The  Common  Carrier  Bureau  Chief  wanted  the  individual 
heading  the  project  to  be  able  to  balance  the  theoretical  needs 
of  the  accounting  system  with  certain  practical  realities — for 
example,  does  FCC  have  the  computer  capability  to  digest  and  use 
the  detailed  information  it  proposed  to  collect?  His  solution 
was  to  recruit  an  experienced  individual  from  outside  FCC  who 
would  become  the  new  Chief  of  the  Accounting  and  Audits  Division 
and  who  would  head  this  project.  Responsibil ity  for  the  project 
would  then  be  transferred  from  the  Economics  Division  to  the  Ac¬ 
counting  and  Audits  Division. 

In  November  1980,  however,  the  outside  individual  the  Bureau 
Chief  had  recruited  to  head  the  project  decided  not  to  join  FCC. 
Shortly  thereafter  in  January  1981  the  Bureau  Chief  resigned. 

The  project  now  remains  largely  the  responsibility  of  the  same 
economist.  To  assure  coordination  with  the  interim  cost  manual 
proceeding  (discussed  in  ch.  4)  the  Policy  and  Program  Planning 
Division  Chief  has  become  more  involved. 

FCC  has  not  set  up  the  task  force  to  revise  the  USOA  as 
stated  in  its  reply  to  our  1979  report,  and  over  the  last  year 
(1980)  the  resources  assigned  have  amounted  to  three  economists — 
including  the  project  leader — and  one  accountant.  This  is  clearly 
an  inadequate  staff.  As  FCC  internal  documents  indicate,  addi¬ 
tional  accountants  must  be  involved.  Engineers  are  also  needed 
to,  among  other  things,  develop  plant  accounts  and  to  assist  with 
the  design  of  certain  expense  accounts.  Attorneys  are  also  neces¬ 
sary  to  assist  in  the  drafting  of  Commission  orders. 

In  response  to  our  recommendation  that  FCC  define  the  needs 
of  intended  users,  a  user  study  was  performed;  however,  it  covered 
only  the  revenue  account  information  FCC  officials  would  need  and 
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did  not  deal  with  plant  or  expense  accounts.  Surprisingly,  this 
study  was  done  by  a  group  in  the  Enforcement  Division  which  had 
not  worked  on  the  USOA  revision.  The  study's  results,  besides 
being  limited,  were  contested  by  some  of  the  individuals  working 
on  the  revision  and,  as  a  result,  it  is  not  clear  what  impact 
this  study  will  have  on  the  final  USOA  revision. 

Regarding  other  recommendations  in  the  1979  report  concerning 
State  coordination,  coordination  with  other  proceedings,  and 
identifying  industry  reporting  requirements,  PCC  has  taken  little 
indentif iable  action. 

Fundamental  debate  is  occurring  over 
the  direction  of  the  USOA  revision 

Underlying  the  management  problems  discussed  previously  has 
been  a  debate  over  the  general  direction  and  structure  for  the 
revised  USOA.  Since  its  first  notice  in  1978,  FCC  has  adopted  a 
separations  based  Interim  Cost  Manual  and  rejected  FDC-7.  Since 
the  initial  USOA  revision  was  intended  to  provide  the  data  to 
support  FDC-7,  a  debate  has  developed  among  FCC's  staff  whether 
the  USOA  should  be  revised  to  provide  cost  accounting  data  or 
should  restrict  itself  to  financial  data.  Beyond  this  fundamental 
question  the  debate  also  included  issues  concerning  whether  FCC 
should  require  the  detailed  data  it  initially  proposed  to  collect 
and  whether  it  can  digest  such  detailed  data,  as  well  as  what 
the  relationship  should  be  between  the  USOA  and  the  Functional 
Accounting  System  AT&T  is  developing.  Debate  on  all  of  these 
questions  has  contributed  to  the  lack  of  progress  on  the  USOA 
revision. 

The  revision  of  the  USOA  was  intended  to  provide  the 
accounting  and  allocation  data  to  support  FDC-7.  With  the  shift 
from  FDC-7  to  the  separations  based  Interim  Cost  Manual,  the 
former  Bureau  Chief  in  July  1980  halted  work  on  the  USOA  re¬ 
vision  and  in  August  1980  ordered  a  change  in  direction  away 
from  FDC-7  to  an  approach  more  in  keeping  with  the  Interim  Cost 
Manual.  After  the  resignation  of  the  Bureau  Chief  in  January 
1981  the  change  in  direction  never  got  down  to  specifics,  and 
there  simply  is  no  consensus  on  what  form  the  revision  should 
take . 

Underlying  this  situation  is  a  fundamental  debate  over  what 
should  be  the  basic  purpose  of  the  USOA.  In  January  1981,  the 
Acting  Chief  of  the  Accounting  and  Audits  Division  suggested 
that  the  revised  accounting  system  should  produce  strictly 
financial  data  to  which  allocation  procedures  could  then  be 
applied  to  provide  costing  information.  This  reflected  his  view 
that  accounting  systems  should  limit  themselves  to  financial 
data.  This  suggestion  prompted  a  sharp  reply  from  Economics 
Division  officials  pointing  out,  correctly  we  believe,  that 
without  cost  accounting  data  FCC  will  not  be  in  a  position  to 
(1)  assess  the  justness  and  reasonableness  of  particular  rate 
structures  and  rate  levels;  (2)  prescribe  rates;  and  (3)  main¬ 
tain  proper  surveillance  over  money  and  property  flows  which 
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may  be  involved  in  cross-subsidization  between  services.  The 
Chief  of  the  Policy  and  Program  Planning  Division  acknowledged 
the  existence  of  this  debate  and  stated  frankly  that  there  is 
no  consensus  on  which  way  the  project  should  go. 

In  the  face  of  numerous  consultant  studies.  Commission 
documents,  and  the  statements  of  knowledgeable  officials  support¬ 
ing  the  need  for  cost  accounting  data,  we  do  not  believe  that 
such  a  fundamental  debate  ought  to  be  occurring.  Such  a  debate 
should  have  been  resolved  years  ago,  and  its  occurrence  now  il¬ 
lustrates  in  the  starkest  terms  the  inadequacy  of  FCC's  efforts 
to  address  one  of  its  most  basic  and  necessary  regulatory 
responsibilities. 

Beyond  this  fundamental  question,  with  the  retreat  from 
FDC-7 ,  there  is  no  clear  view  of  how  the  USOA,  assuming  it  is 
intended  to  include  cost  accounting  data,  should  be  constructed. 
The  economist  who  has  headed  the  project  has  proposed  that  the 
USOA  be  revised  to  "support"  separations.  Under  this  proposal 
the  USOA  would  include  cost  categories  which  are  the  same  or  in 
some  cases  more  detailed  than  those  in  separations.  As  noted  in 
chapter  4,  accounts  in  the  USOA  are  currently  divided  into  more 
detailed  categories  for  separations  purposes.  This  proposal  would 
also  capture  in  the  Primary  Allocation  Records  the  detailed  usage 
data  which  is  generated  while  doing  basic  studies  for  separation 
purposes.  Such  an  approach  would  provide  a  stable  base  of  de¬ 
tailed  cost  and  allocation  data  which  could  be  used  for  juris¬ 
dictional  separations  and  cost  of  service  purposes. 

The  author  of  this  approach  argues  that  the  unification  of 
financial  accounting  (the  USOA)  and  separations  accounting  will 
save  the  carriers  money  since  they  have  about  one-third  of  their 
accounting  departments  currently  working  on  separations.  Cap¬ 
turing  the  detailed  usage  information  in  the  Primary  Allocation 
Records  will  allow  for  detailed  cost  of  service  allocations. 

It  is  also  argued  that  incorporating  the  detailed  data  devel¬ 
oped  for  separations  into  the  USOA  will  promote  greater  accuracy 
in  the  separations  procedures. 

This  approach  may  not  be  as  novel  as  it  first  seems.  As 
noted  earlier,  one  of  FCC's  stated  objectives  for  the  revised 
USOA  has  been  to  facilitate  the  breakdown  of  costs  between  inter¬ 
state  and  intrastate  jurisdictions.  Further,  under  this  approach 
FCC's  rejection  of  FDC-7  does  not,  in  itself,  make  major  changes 
in  the  information  requirements  of  the  Commission,  except  in  the 
areas  of  forecasting  and  recording  of  deviations  between  fore¬ 
casted  and  actual  use. 

This  approach  is  not  supported  by  the  entire  Common  Carrier 
Bureau  staff.  Several  have  expressed  a  desire  for  a  "less  de¬ 
tailed"  system  of  accounts.  The  term  less  detailed,  however,  has 
several  meanings.  One  meaning,  supported  by  the  Bureau  Chief 
during  the  time  of  our  review,  is  that  it  should  not  be  neces¬ 
sary  to  have  all  possible  information  contained  in  the  chart  of 


accounts  as  long  as  the  information  is  properly  collected  and 
maintained  in  supporting  records.  It  appears  that  a  less 
detailed  chart  of  accounts  may  be  in  response  to  the  strong 
initial  criticism  made  by  carriers  of  the  extremely  detailed 
accounts  proposed  in  the  June  1978  Notice  of  Proposed  Rulemaking. 

Another  area  where  less  detail  has  been  suggested  is  in  the 
amount  of  direct  attribution  made  in  the  system  of  accounts. 

The  Commission's  original  proposal  envisioned  a  large  amount  of 
direct  attribution  of  expenses  and  facility  costs  to  services. 
Such  direct  attribution  would  require  extensive,  detailed  record 
keeping  and  reflected  the  Commission's  decision  in  Docket  18128 
to  have  costs  attributed  on  a  cost  causative  basis.  With  the 
Commission's  apparent  shift  from  FDC-7  to  an  allocation  method¬ 
ology  based  on  relative  use.  Bureau  officials  have  suggested  that 
less  direct  attribution  be  required  with  costs  allocated  among 
services  based  on  usage  factors.  Some  officials  have  questioned 
whether  FCC  could  review  and  audit  the  large  amount  of  data  a 
high  degree  of  direct  attribution  would  generate. 

A  final  issue  under  consideration  is  what  the  relationship 
should  be  between  the  USOA  and  AT&T's  functional  accounting 
system.  This  system  has  been  under  development  since  the  mid- 
1970s  and  is  intended  to  function  as  a  management  information 
system.  In  light  of  the  considerable  time  and  money  which  has 
gone  into  the  system,  AT&T  has  suggested  that  FCC  adopt  it  as 
a  USOA.  Whether  the  system  can  provide  the  cost  of  service 
FCC  needs  and  whether  FCC  could  administer  or  audit  this  sys¬ 
tem  remains  unresolved.  In  July  1980  FCC  hired  a  contractor 
to  evaluate  these  issues.  The  contractor's  report  was  released 
by  FCC  for  comment  by  interested  persons  in  July  1981. 

CONCLUSIONS 


The  USOA — a  fundamental  source  of  regulatory  information- 
needs  revision.  It  cannot  provide  the  cost  of  service  information 
FCC  needs  to  effectively  regulate  a  carrier  operating  in  both 
monopoly  and  competitive  markets. 

FCC  needs  to  give  this  effort  immediate  and  priority  atten¬ 
tion — attention  which  has  not  been  given  this  project  although 
recommended  in  our  1979  report.  In  particular,  an  individual 
with  sufficient  authority  and  responsibility  is  needed  to  direct 
the  project.  There  are  fundamental  differences  of  opinion  among 
the  individuals  involved  in  the  project — particularly  the  econ¬ 
omists  and  accountants— over  the  direction  the  revision  should 
take.  The  attempt  by  the  Common  Carrier  Bureau  Chief  during  the 
time  of  our  review  to  bring  in  an  outside  individual  who  could 
head  the  project  had  merit.  Presumably  this  person,  having  not 
been  party  to  past  disagreements,  could  have  used  his  authority 
and  experience  to  forge  solutions.  While  the  failure  of  this 
approach  is  lamentable,  it  ought  not  to  be  allowed  to  paralyze 
the  project. 
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The  individual  responsible  for  directing  the  project 
needs  to  head  a  group  consisting  of  accountants ,  economists, 
engineers,  and  attorneys  whose  function  will  be  revising 
the  USOA.  We  do  not  take  a  position  regarding  whether  this 
group  needs  to  be  a  task  force  as  FCC  proposed  initially,  or 
ought  to  be  attached  to  a  particular  division  as  the  recently 
resigned  Bureau  Chief  proposed;  however,  we  do  believe  that 
revising  the  USOA  should  be  this  group's  primary  responsibility. 

To  further  introduce  accountability,  we  believe  FCC  needs  to 
issue  within  a  short  timeframe  (3  months  would  seem  reasonable) 
a  schedule  for  the  completion  of  the  USOA  revision  and  report 
annually  to  its  legislative  committees  its  progress  in  meeting 
this  schedule.  1/ 

Regarding  the  direction  and  structure  of  the  USOA,  we 
believe,  at  a  minimum  the  USOA  must  be  revised  to  reflect  in  its 
accounts  the  current  technologies  used  to  provide  telecommunica¬ 
tions  services  and  the  current  functions  of  the  telecommunications 
business.  To  the  extent  FCC  intends  to  restructure  AT&T's  tariffs 
in  private  line  as  well  as  other  services  (as  was  discussed  in 
chapter  4)  into  generic  components  the  accounts  and  these  com¬ 
ponents  must  be  closely  coordinated. 

We  believe  the  issue  of  whether  the  revised  USOA  ought  to  be 
a  cost  accounting  system  must  be  resolved  once  and  for  all.  The 
Commission  needs  cost  of  service  data.  Therefore,  cost  accounting 
needs  to  be  part  of  the  USOA  revision  so  that  the  needed  alloca¬ 
tion  data  can  be  captured  in  the  Primary  Allocation  Records,  in 
a  systematic  manner  which  can  be  audited  and  thus  monitored  for 
potential  manipulation. 

We  believe  there  is  merit  in  the  concept  of  coordinating  the 
revision  of  the  separations  process  and  the  revision  of  the  USOA. 
Certainly,  it  makes  sense  to  have  the  same  plant  categories  in 
both  systems,  thus  eliminating  the  process  of  transferring  costs 
from  one  to  the  other.  In  addition,  the  basic  studies  used  in 
separations  for  interstate/intrastate  allocations  may  apply 
to  the  division  of  interstate  costs  among  services.  Clearly  de¬ 
fining  when  and  how  the  studies  will  be  done  and  capturing  the 
study  results  in  the  USOA  could  resolve  some  of  the  problems  of 
manipulation  discussed  in  chapter  4.  How  much  of  this  might  be 
done  in  the  USOA  and  how  much  through  revisions  in  the  separa¬ 
tions  manual  is  an  issue  FCC  will  have  to  resolve  as  the  project 
progresses. 

On  the  issue  of  direct  attribution,  we,  in  principle,  favor 
as  much  direct  attribution  as  possible.  We  recognize  that  the 


1/While  this  report  was  being  finalized,  the  Congress  passed  the 
Omnibus  Budget  Reconciliation  Act  of  1981,  P.L.  97-35  (95  stat. 
357}  which  requires  FCC  to  complete  the  revision  of  the  USOA  as 
soon  as  practicable  and  to  report  its  progress  annually  to  each 
Bouse  of  the  Congress. 
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additional  costing  precision  which  such  attribution  might  gain  is 
obtained  at  a  cost  of  more  detailed  accounting  and  a  concomitant 
increase  in  the  amount  of  auditing  needed  to  have  confidence  in 
the  data. 

Overall/  we  believe  FCC’s  goal  needs  to  be  a  USOA  which 
reflects  current  technology  and  business  functions  and  cap¬ 
tures  allocation  data  in  a  clear,  usable  form.  The  net  result 
must  balance,  however,  the  ideal  of  a  highly  detailed  system — 
probably  articulated  best  in  FCC's  June  1978  Notice  of  Proposed 
Rulemaking — with  the  realities  of  what  FCC  reasonably  can  digest 
and  audit  while  at  the  same  time  having  confidence  in  the  cost  of 
service  data  the  system  produces. 

RECOMMENDATIONS  TO  THE  CHAIRMAN,  FCC 

To  produce  a  revised  USOA  we  recommend  that  the  Commission 

— Establish  a  group  consisting  of  accountants,  engineers, 
economists,  and  attorneys  to  work  primarily  on  the  USOA 
revision. 

— Appoint  an  individual,  with  demonstrated  leadership 
ability  and  sufficient  knowledge  of  the  project,  to 
head  the  group  and  give  this  person  clear  authority 
over  the  group. 

— Develop  a  timetable  establishing  a  swift  but  realistic 
schedule  for  completing  the  project. 

—Update  the  USOA  to  reflect  current  technology  and  business 
functions  and  to  capture  necessary  allocation  data  in  a 
form  which  can  be  audited  and  reviewed.  As  part  of  this 
effort,  FCC  should  explore  opportunities  to  merge  the 
separations  process  and  the  USOA  to  increase  the  account¬ 
ability  and  reduce  the  overlap  in  both  systems  and  examine 
opportunities  for  direct  attribution  while  balancing  the 
benefits  of  such  attribution  with  its  cost. 
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CHAPTER  6 


DEREGULATION  OF  ENHANCED  SERVICES  AND 
CUSTOMER  PREMISES  EQUIPMENT — USING  SEPARATE 
SUBSIDIARIES  AS  A  PROCOMPETITIVE  TOOL 


The  question  of  how  best  to  promote  competition  in  the  domes¬ 
tic  telecommunications  industry,  along  with  its  benefits  of  more 
rapid  innovation  and  broadened  consumer  choice,  is  one  which  for 
a  number  of  years  has  occupied  the  attention  of  FCC,  the  Congress, 
the  courts,  and  the  National  Telecommunications  and  Information 
Administration,  among  others.  The  question  essentially  centers 
on  considerations  of  how  to  nurture  and  protect  competition  during 
the  transition  from  a  highly  concentrated  industry  structure,  dic¬ 
tated  in  part  by  an  earlier  technology,  to  a  less  concentrated  and 
more  diversified,  competitive  structure  made  possible  by  new  tech¬ 
nologies. 

FCC,  in  its  Computer  II  Decision  (Docket  20828)  adopted  in 
1980  and  in  a  series  of  less  comprehensive  and  less  far-reaching 
decisions  adopted  earlier,  has  embraced  an  approach  to  the  trans- 
ition-to-competition  issue  which  allows  for  the  relatively  free 
entry  of  new  firms  as  well  as  the  participation  in  new  and  emerging 
product  and  service  areas  by  long  established,  monopoly-based 
common  carriers.  This  approach  is  predicated  on  the  use  of  a 
separate  subsidiary  device  to  insulate  a  dominant  carrier's  newly 
"competitive"  operations  from  its  traditional  monopoly  offerings 
c.c  a  way  of  preventing  the  abuse  of  market  power  generally  and, 
particularly,  as  a  means  of  preventing  cross-subsidization  of  the 
firm's  competitive  offerings  by  its  regulated  monopoly  offerings. 
The  separate  subsidiary  requirement  does  not  in  itself  eliminate 
or  even  significantly  reduce  a  firm's  incentives  to  engage  in 
anticompetitive  behavior,  but,  combined  with  the  proper  safeguards 
and  regulatory  oversight,  it  can  render  anticompetitive  conduct 
easier  to  detect  and  penalize. 

FCC's  adopted  approach  is  novel  and  largely  untested, 
certainly  in  the  manner  and  on  the  scale  proposed  in  the  Compu¬ 
ter  II  proceeding.  How  successful  it  will  be  in  protecting  the 
competition  and  securing  its  benefits  for  the  public  only  time 
will  tell.  We  believe  that  FCC  will  have  to  go  well  beyond  the 
safeguards  currently  provided  for  in  Computer  II  if  there  is  to 
be  any  assurance  of  success  in  encouraging  and  protecting  com¬ 
petition  in  the  domestic  telecommunications  industry. 

FCC's  SECOND 
COMPUTER  INQUIRY 

The  FCC  rulemaking  proceeding  officially  referred  to  as  the 
"Second  Computer  Inquiry"  (popularly  known  as  Computer  II) 

(77  FCC  2d  384(1980))  represents  the  culmination  of  a  more  than 
decade-long  effort  on  the  part  of  FCC  to  address  the  regulatory 
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questions  and  problems  raised  by  the  confluence  and  interdepen¬ 
dence  of  communications  and  data  processing  technologies.  The 
First  Computer  Inquiry  (Computer  I)  (28  FCC  2d  267(1971))  ini¬ 
tiated  in  1966  and  concluded  in  early  1971  sought  information 
regarding  actual  and  potential  computer  uses  of  communications 
facilities  and  services  as  well  as  views  and  recommendations 
concerning  whether  a  need  existed  for  new  or  improved  common 
carrier  services  or  for  revised  rates,  regulations  and  practices 
of  carriers  to  meet  the  emerging  requirements  for  the  provision 
of  data  processing,  or  other  computer  services  involving  the  use 
of  communication  facilities. 

Two  basic  regulatory  issues  were  addressed  by  FCC  in  the 
First  Computer  Inquiry:  (1)  whether  data  processing  services 
should  be  subject  at  all  to  FCC  regulation  under  title  II  of  the 
Communications  Act  and  (2)  whether,  under  what  circumstances 
and  subject  to  what  conditions  or  safeguards,  common  carriers 
should  be  permitted  to  engage  in  data  processing.  In  addressing 
the  first  issue,  FCC  determined  that  data  processing  services 
should  not  be  regulated  even  though  transmission  over  common 
carrier  communications  facilities  was  involved  in  linking  user 
terminals  to  central  computers.  This  "forbearance"  from  regu¬ 
lation  regarding  data  processing  entailed  a  necessity  to 
distinguish  regulated  communications  services  from  unregulated 
data  processing  services  and  led  to  the  adoption  of  a  set  of 
definitions  to  assist  in  making  such  determinations. 

In  addressing  the  issue  of  common  carrier  participation  in 
data  processing  offerings,  FCC  observed  that  common  carriers, 

"as  part  of  the  natural  evolution  of  the  developing  communications 
art,"  were  rapidly  becoming  equipped  to  enter  into  the  data  pro¬ 
cessing  field,  if  not  by  design,  by  virtue  of  the  fact  that  com¬ 
puters  used  for  conventional  communications  services  could  readily 
be  programed  to  perform  data  processing  services.  Regarding 
whether  common  carriers  should  be  permitted  to  participate  in 
competitive  data  processing  offerings,  the  Commission  stated  that 
it  could  not  find  the  necessary  social,  economic  or  public  policy 
considerations  which  would  require  or  even  justify  an  outright 
prohibition  against  the  furnishing  of  data  processing  services  by 
common  carriers.  Accordingly,  the  Commission  decided  to  permit 
common  carrier  participation  in  the  data  processing  area  under  a 
regulatory  scheme  embodying  various  conditions  and  safeguards  in 
a  concept  of  "maximum  separation"  of  activities  which  are  subject 
to  common  carrier  regulation  (title  II  of  the  act)  from  nonregu- 
lated  activities  involving  data  processing. 

Under  FCC's  maximum  separation  scheme,  common  c’rr-'^r'? 
desiring  to  provide  data  processing  services  would  be  permitted 
to  do  so  only  through  separate  corporate  affiliates  using 
separate  books  of  account,  separate  officers,  separate  operating 
personnel,  and  separate  equipment  and  facilities  devoted  exclu¬ 
sively  to  rendering  data  processing  services.  Such  conditions, 
it  was  felt,  would  obviate  foreseeable  abuses,  including  deroga¬ 
tion  of  carrier  communications  services  to  the  public,  abuses  or 
limitations  regarding  free  competition  (because  of  the  carrier's 
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access  to  customers  as  a  provider  of  communications  services)  as 
well  as  cross-subsidization  and  improper  pricing.  The  maximum 
separation  requirement  applied  to  any  carrier  with  annual 
revenues  in  excess  of  $1  million. 

In  addition  to  permitting  the  offering  of  data  processing 
services  only  through  a  separate  affiliate,  FCC  in  its  Computer  I 
Decision  provided  that:  (1)  no  carrier  subject  to  its  proposed 
rules  would  be  permitted  to  engage  in  the  sale  or  promotion  of 
data  processing  activities  on  behalf  of  its  data  processing 
affiliate,  (2)  a  data  affiliate  would  be  prohibited  from  using 
the  name  of  its  related  common  carrier  in  its  promotions  and  from 
using  in  its  corporate  name  any  words  or  symbols  contained  in 
the  name  of  its  affiliated  carrier,  and  (3)  a  carrier  would  be 
barred  from  obtaining  any  data  processing  service  from  its  data 
affiliate.  The  purpose  of  this  last  prohibition  was  to  prevent 
any  arbitrary  manipulation  in  the  allocation  of  revenues  and 
expenses  between  a  carrier's  regulated  and  unregulated  service 
offerings,  since,  among  other  effects,  excessive  payments  by 
carriers  to  data  processing  affiliates  would  enable  the  affili¬ 
ates  to  unfairly  underprice  their  competitors  in  the  data  pro¬ 
cessing  market. 

The  First  Computer  Inquiry  was  a  vehicle  for  identifying 
and  better  understanding  the  problems  spawned  by  the  convergence 
of  computer  and  communications  technologies  taking  place  at  that 
time.  However,  many  of  its  basic  assumptions  as  well  as  its  def¬ 
initions  and  distinctions  were  rendered  outmoded  by  fast-moving 
technological  developments,  particularly  advances  in  large-sc-le 
integrated  circuitry  and  micro-processor  technology  which  per¬ 
mitted  fabrication  of  mini-computers,  micro-computers  and  other 
special  purpose  devices  which  are  capable  of  duplicating  many  of 
the  data  processing  capabilities  which  were  previously  available 
only  at  centralized  locations  housing  large-scale,  general- 
purpose  computers. 

"Distributed  processing"  which  allowed  computers  and  "smart" 
terminals  to  perform  both  data  processing  and  communications  con¬ 
trol  functions  within  the  communications  network  and  at  the  cus¬ 
tomer's  premises  revealed  the  inadequacy  of  the  Computer  I  defini¬ 
tional  structure.  The  advent  of  this  process  compelled  a  thorough 
reexamination  of  the  approach  used  by  FCC  to  distinguish  regu¬ 
lated  communications  services  from  unregulated  data  processing 
services.  Moreover,  an  issue  which  had  been  skirted  in  the  First 
Computer  Inquiry;  namely,  AT&T's  ability  to  participate  in  compe¬ 
titive  data  processing  offerings  in  light  of  the  terms  of  a  1956 
antitrust  settlement  with  the  Department  of  Justice  could  no 
longer  easily  be  ignored  after  FCC's  1977  Dataspeed  40/4  decision. 
The  decision  included  the  issue  of  computer  processing  applica¬ 
tions  incorporated  into  terminal  equipment  devices  and  the  need 
to  determine  whether  such  equipment  should  be  offered  as  part  of 
a  regulated  communications  service.  The  Commission  determined 
that  AT&T  could  offer  its  Dataspeed  40/4  terminal  as  part  of  a 
tariffed  communications  service.  This  determination,  however. 
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was  made  subject  to  an  examination  in  the  Computer  II  proceeding 
of  the  issues  raised  by  a  carrier's  provision  of  peripheral  de¬ 
vices  which  incorporate  computer  information  processing  func¬ 
tions. 

These  changes  in  communications  and  data  processing  tech¬ 
nology,  led  FCC  to  conclude  that  "technology  may  have  rendered 
meaningless  any  real  distinction  between  'terminals'  and  compu¬ 
ters."  FCC  further  concluded  that  a  revised  definitional  struc¬ 
ture,  standing  alone,  would  not  adequately  resolve  the  issues,  and 
that  the  regulatory  problems  arising  from  the  interplay  of  data 
processing  and  communications  would  have  to  be  addressed  by  way 
of  a  more  comprehensive  approach.  The  approach  would  need  to  ac¬ 
commodate  the  market  applications  of  computer  processing  technology 
and  consider  the  realities  of  the  marketplace  and  user  needs. 

Throughout  the  protracted  Computer  II  proceeding,  which  was 
initiated  in  1976  and  ended  in  late  1980,  with  the  Commission's 
Final  Decision  on  Reconsideration,  1/  the  Commission  continued  to 
wrestle  with  the  difficult  problem  of  devising  a  workable  defini¬ 
tional  approach.  FCC  sought  an  approach  which  would  distinguish 
regulated  communications  services  from  unregulated  data  processing 
services,  as  well  as  dealing  with  other  important  issues,  for 
example  (1)  the  need  to  define  the  appropriate  scope,  nature,  and 
mode  of  regulation  to  be  applied  to  innovative  service  and  product 
offerings  of  common  carriers  and  (2)  the  desire  to  somehow  find  a 
way  to  allow  AT&T  to  participate  in  the  evolving  communications/ 
data  processing  markets  given  the  1956  Consent  Decree. 

The  Commission's  final  decision  in  Computer  II  was  adopted 
on  April  7,  1980.  This  decision  drew  a  boundary  between  "basic 
services"  (i.e.,  traditional  "pipeline"  transmission  services) 
and  "enhanced  services"  (see  p.  17)  made  possible  by  rapidly 
evolving  computer  and  electronic  technology.  The  decision  also 
provided  for  FCC  forbearance  from  traditional  title  II  common 
carrier  regulation  in  the  case  of  enhanced  service  and  terminal 
equipment  offerings  2/  of  common  carriers  under  its  jurisdiction. 

As  an  alternative  to  traditional  price/earnings  regulation  in 
this  area,  FCC  proposed  imposing  a  regulatory  scheme  involving 
a  separate  subsidiary  requirement  (an  extension  of  the  maximum 
separation  concept  developed  in  Computer  I)  for  carriers  deemed 


1/In  a  real  sense,  the  Computer  II  proceeding  (77  FCC  2d  384(1980)) 
is  far  from  over.  The  complicated  details  of  its  implementation 
have  yet  to  be  worked  out. 

2/Customer  premises  equipment  (CPE)  is  a  term  which  is  used 
interchangeably  with  the  expression  "terminal  equipment"  to 
signify  those  devices,  ranging  in  sophistication  from  conven¬ 
tional  black  dial  telephones  to  state-of-the-art  computer  ter¬ 
minals,  which  are  located  at  the  customer's  premises  and  at¬ 
tached  to  the  communications  network. 
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dominant  (in  the  final  decision  this  was  determined  to  be  AT&T 
and  GTE)  as  well  as  an  unlimited  resale  requirement  designed  to 
ensure  the  continued  widespread  availability  of  quality  "basic" 
telecommunications  services  for  the  benefit  of  the  public  and 
for  use  as  the  foundation  for  providing  a  variety  of  enhanced 
services . 

Much  of  the  final  decision  was  devoted  to  a  discussion  of 
the  specific  conditions,  separation  requirements,  and  competitive 
safeguards  which  would  be  imposed  on  dominant  carriers  as  pre¬ 
requisites  for  their  participation  in  competitive  offerings  of 
enhanced  services  and  deregulated  terminal  equipment.  The  final 
decision  also  set  forth  FCC's  rationale  for  concluding  that  its 
alternative  regulatory  scheme  would  permit  AT&T's  participation 
in  enhanced  service  and  terminal  equipment  offerings,  notwith¬ 
standing  the  constraints  imposed  by  the  1956  Consent  Decree. 

On  Reconsideration  of  its  Final  Decision  in  October  1980 
(84  FCC  2d  50(1980)),  the  Commission  made  relatively  few  changes 
to  the  regulatory  framework  and  requirements  set  forth  in  the 
final  decision  other  than  to  remove  GTE  from  the  category  of 
dominant  firm  and,  as  a  result,  from  the  requirement  of  estab¬ 
lishing  a  fully  separated  subsidiary  with  all  of  the  attendant 
Computer  II  conditions  and  requirements.  Henceforth,  only  AT&T 
would  be  subject  to  the  full  range  of  Computer  II  regulatory 
requirements  and  competitive  safeguards. 

In  both  its  final  decision  and  in  its  reconsideration  of 
Computer  II,  FCC  had  relatively  little  to  say  on  the  specific 
form,  organization,  and  capitalization  of  separate  subsidiaries 
or  on  the  grouping  of  product  and  service  offerings  within 
separate  subsidiaries.  Regarding  the  question  of  financing 
separate  subsidiary  operations,  including  the  valuation  and 
transfer  of  assets  to  the  separate  subsidiary( ies) ,  the  Commis¬ 
sion  stated  that  it  would  be  appropriate  to  wait  until  the  car¬ 
rier  submits  its  plan  for  capitalization  of  the  separate  entity 
before  considering  questions  of  outside  financing  and  related 
considerations.  The  Commission's  decision  allows,  but  does  not 
require,  the  creation  of  multiple  separate  subsidiaries  for  the 
offering  of  various  types  of  enhanced  services  and  customer 
premises  equipment.  Thus,  a  carrier  may  choose  to  provide  both 
enhanced  services  and  customer  premises  equipment  through  a  single 
separate  subsidiary  which  may  also  engage  directly  in  the  manu¬ 
facture  of  terminal  equipment.  There  is  every  reason  to  believe 
that  a  carrier  would  prefer  this  type  of  conglomerate  organization 
which  provides  maximum  internal  flexibility  and  reduced  visibility 
for  regulatory  scrutiny  over  a  multiple  separate  subsidiary 
organizational  scheme  which  would  have  just  the  opposite  effect. 

Under  the  Commission's  present  time  table  for  implementing 
Computer  II,  the  Commission  will  require  all  new  carrier  ter¬ 
minal  equipment  offerings  to  be  provided  on  an  unbundled  and 
detariffed  basis  as  of  March  1,  1982.  By  that  date  also,  all 
enhanced  services  offered  by  AT&T  through  facilities  used  in 
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interstate  communications  will  have  to  be  provided  through  the 
"separate  subsidiary  structure"  provided  for  in  Computer  II. 

ALTERNATIVE  APPROACHES  TO 
THE  PROMOTION  OF  COMPETITION 

Although  FCC  in  its  Computer  II  Decision  has  focused  on  the 
separate  subsidiary  device  as  a  means  of  nurturing  and  protecting 
emerging  competition  in  telecommunications  product  and  service 
offerings,  two  other  approaches — market  segmentation  and  di¬ 
vestiture — have  been  suggested. 

The  difficulties  inherent  in  pursuing  a  policy  aimed  at 
encouraging  the  growth  and  spread  of  telecommunications  competi¬ 
tion  wherever  feasible  and  at  the  same  time  curbing  the  incentives 
for  anticompetitive  abuse  of  market  power  constitute  a  significant 
challenge  for  policymakers  and  regulators  alike.  The  difficulty 
in  fostering  and  preserving  effective  competition  in  a  monopoly- 
domiuated  industry  is  so  great,  in  fact,  that  some  feel  there  is 
no  alternative  but  to  segment  the  industry  into  monopoly  and  com¬ 
petitive  sectors  and  to  preclude  the  anticompetitive  abuse  of 
monopoly  power  by  excluding  the  dominant  firm  entirely  from  com¬ 
petitive  offerings.  Others  suggest  that  the  optimal  solution 
lies  in  divestiture,  that  is,  the  restucturing  of  the  dominant 
firm  through  a  forced  spinoff  of  certain  operations  in  such  a  way 
as  to  reduce  or  eliminate  the  firm's  monopoly  power,  and  thereby 
alter  its  incentives  and  its  ability  to  behave  anticompetitively . 

Limiting  the  dominant  carrier 
to  the  provision  of  basic 
telecommunications  services 

Those  who  advocate  limiting  the  dominant  carrier  to  the 
provision  of  regulated,  basic  telecommunications  services  argue 
that  its  overwhelmingly  dominant  position  in  the  industry  makes 
it  virtually  impossible  for  regulatory  authorities  to  effectively 
oversee  and  regulate  its  participation  in  competitive  markets 
in  such  a  manner  as  to  ensure  against  cross-subsidy,  predatory 
pricing,  and  other  forms  of  anticompetitive  abuse  of  market  power. 
To  obviate  such  problems  and  to  ensure  fair  and  effective  compe¬ 
tition  in  those  markets  where  competition  is  deemed  to  be,  at 
least  potentially,  workable,  it  is  suggested  that  the  dominant 
carrier  be  confined  essentially  to  the  role  of  a  carrier's  car¬ 
rier,  that  is,  providing  the  basic  transmission  capacity  which 
would  be  available  for  purchase  on  an  equal  and  nondiscr iminatory 
basis  to  all  comers  to  satisfy  their  particular  telecommunica¬ 
tions  needs  and  to  serve  as  the  transmission  building  blocks  for 
a  wide  array  of  enhanced  telecommunications  services  offered  by 
other  carriers. 

Although  confining  the  dominant  carrier  to  the  role  of  car¬ 
rier's  carrier  could  simplify  the  task  of  the  regulatory  authori¬ 
ties,  at  least  in  so  far  as  the  problems  of  cross-subsidy  and 
other  forms  of  anticompetitive  conduct  are  concerned,  there  are 
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reasons  for  questioning  whether  it  would  allow  society  to  realize 
the  full  benefits  of  competition.  In  economic  terms,  such  a  con¬ 
straint  on  the  role  and  potential  contribution  of  the  dominant 
carrier  may  not  be  as  efficient  or  desirable  a  policy  alternative 
as  one  which  would  permit  the  firm  to  participate  as  a  vigorous 
competitor,  and  make  its  full  contribution  toward  achieving  the 
efficiency  and  innovative  potentials  inherent  in  rapidly  evolving 
telecommunications  technologies.  This  presumes,  of  course,  that 
a  way  can  be  found  to  ensure  full  and  fair  competition,  to  pre¬ 
vent  the  dominant  firm  from  overrunning  competitive  markets  solely 
on  the  basis  of  its  monopoly  power  and  not  its  efficiency. 

Divestiture 


Many  observers  of  the  telecommunications  industry  seem  to 
prefer  a  more  positive  and  pro-competitive  approach  to  the  prob¬ 
lem  of  monopoly  power  than  one  which  consists,  essentially,  of 
excluding  the  dominant  carrier  from  providing  anything  but  basic 
transmission  services.  Their  alternative  is  often  divestiture, 
that  is  a  restructuring  of  the  carrier  involving  the  spin-off  of 
selected  aspects  of  its  operations  into  fully  independent  and 
competitive  entities. 

The  United  States  Department  of  Justice  is  presently  engaged 
in  an  antitrust  action  against  AT&T  which  alleges  attempts  by  the 
firm  to  monopolize  the  domestic  telecommunications  industry  and 
which  seeks  the  divestiture  of  various  operations  and  associated 
assets  of  the  firm.  Because  this  matter  is  still  in  litigation, 
we  have  not  addressed  ourselves  to  this  area  and  will  refrain 
from  comment  on  the  issues  involved. 

SEPARATE  SUBSIDIARIES  AS 
REGULATORY  AND  POLICY  TOOLS 


The  use  of  the  separate  subsidiary  device— essentially  a 
corporate  organizational  form — as  a  means  for  accomplishing  regu¬ 
latory  purposes  and  achieving  public  policy  goals  is  a  relatively 
novel  and  untested  concept.  None  of  the  parties  we  contacted — 
including  FCC  and  Justice  officials,  as  well  as  industry  experts 
and  officials  of  major  telecommunication  firms — were  able  to  shed 
much  light  on  the  origins  of  the  concept  nor  on  the  economic  ra¬ 
tionale  for  its  application  as  a  regulatory  and  public  policy 
tool.  A  number  of  parties  were  skeptical  about  the  efficacy  of 
separate  subsidiaries  as  a  means  of  preventing  abuse  of  monopoly 
power  and  had  misgivings  about  relying  on  separate  subsidiaries 
as  the  chosen  instrument  for  promoting  a  public  policy  favoring 
competition  in  the  provision  of  telecommunication  products  and 
services. 

To  appreciate  the  strengths  and  weaknesses  of  the  separate 
subsidiary  device  as  a  pro-competitive  regulatory  tool,  it  is 
important  to  understand  what  separate  subsidiaries  can  and  cannot 
accomplish.  First  and  foremost,  the  separate  subsidiary  require¬ 
ment  does  not  fundamentally  alter  the  economic  incentives  of  the 
firm  on  which  it  is  applied.  Second,  a  separate  subsidiary 
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requirement,  applied  as  a  regulatory  tool,  is  essentially  nothing 
more  than  a  complement  to — really  an  extension  of — accounting 
techniques  which  are  aimed  at  identifying,  allocating,  and  par¬ 
titioning  costs  and  revenues  involved  in  providing  various  tele¬ 
communications  products  and  services.  Separate  subsidiaries  may 
enhance  the  visibility  and  auditability  of  intracorporate  trans¬ 
actions,  but  they  in  no  way  eliminate  the  manifold  difficulties 
and  anticompetitive  potential  inherent  in  the  allocation  of  joint 
and  common  costs.  Finally,  separate  subsidiaries  are  not  a 
panacea,  a  cure-all,  or  a  self-sufficient  solution  to  the  problem 
of  monopoly  power  and  its  abuse.  Separate  subsidiaries,  because 
they  solve  little  or  nothing  in  themselves,  imply  a  continuing  and 
intensive  regulatory  effort,  including  a  heavy  reliance  on  the 
very  cost  allocation,  accounting,  and  auditing  techniques  which 
have  proven  so  troublesome,  difficult,  and  inadequate  in  the  past 
in  their  application  to  traditional  rate  of  return/rate  base 
regulation  and  as  a  means  of  preventing  cross-subsidization  of 
competitive  offerings. 

Separate  subsidiaries  do  not 
alter  corporate  incentives 

Imposing  a  separate  subsidiary  requirement  on  a  dominant 
firm  does  little  or  nothing  to  alter  the  incentives  of  the  over¬ 
all  firm  or  make  the  incentives  of  the  separate  subsidiary  sig¬ 
nificantly  different  from  those  of  the  corporate  parent.  This 
is  so  because  a  separate  subsidiary  requirement  in  itself  does 
not  alter  the  links  of  ownership  and  control  which  result  in  the 
separate  subsidiary’s  subordination  to  and  identif ication  with 
overall  corporate  goals  and  strategy.  The  governing  incentive  of 
the  separate  subsidiary  will  be  to  maximize  the  profitability  of 
the  overall  firm  and  to  serve  as  an  instrument  of  corporate 
policy  in  pursuit  of  this  objective. 

A  separate  subsidiary  merely  serves  the  function  of  drawing 
a  line  of  demarcation,  a  boundary  between  the  parent  and  its 
affiliate.  With  its  provision  for  separate  books  of  account  and 
records,  it  provides  a  means  of  tracing  transactions  between  the 
two — something  to  look  at,  investigate,  and  audit. 

FCC  has  clearly  recognized  the  limitations  of  the 
separate  subsidiary  in  this  respect.  In  the  final  decision  in 
its  Computer  II  proceeding,  for  example,  the  Commission  acknow¬ 
ledges  that: 

"A  separate  subsidiary  requirement,  from  a  purely 
structural  perspective,  does  not  guarantee  a  com¬ 
petitive  marketplace  because  it  does  not  signifi¬ 
cantly  change  the  incentives  of  a  firm  upon  which 
it  is  imposed.  The  requirement  does  not  impart  an 
incentive  to  operate  the  subsidiary  in  a  manner 
that  would  detract  from  the  overall  profitability 
of  the  parent  corporation.  Thus,  in  general,  if 
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the  parent  has  an  incentive  to  exercise  its  market 
power  to  the  disadvantage  of  consumers  and  com¬ 
petitors  in  the  absence  of  a  separate  subsidiary, 
it  has  the  same  incentive  to  do  so  after  one  is 
required . " 

What  FCC  sees  as  a  "limitation"  inherent  in  the  separate 
subsidiary  approach,  others  perceive  as  a  fatal  flaw.  For  exam¬ 
ple,  one  economist,  who  is  also  a  specialist  in  telecommunications 
regulatory  matters,  has  characterized  the  separate  subsidiary  ap¬ 
proach  as  a 

"*  *  *  half-solution  [which]  fails  to  address,  much 
less  resolve,  the  economic  incentives  associated  with 
horizontal  and  vertical  market  structure.  Beset  by 
built-in  conflicts  of  interest,  the  separate  subsid¬ 
iary  approach  is  a  policy  snare  and  delusion." 

In  connection  with  proposed  legislation  providing  for  the 
use  of  the  separate  subsidiary  device  as  a  safeguard  against  the 
anticompetitive  effect  of  allowing  the  dominant  carrier  to  engage 
in  competitive  offerings  an  antitrust  expert  testifying  in  Sep¬ 
tember  1980  before  the  Subcommittee  on  Monopolies  end  Commercial 
Law,  House  Committee  on  the  Judiciary  1/  ccimmi  nted  tn«t  the  separ¬ 
ate  subsidiary: 

"*  *  *  is  an  ineffective  safeguard,  •  *  •  s  fiction, 
a  contradiction  in  terms.  If  it  were  fully-sep.  ted 
it  would  not  be  a  subsidiary.  But  it  clearly  w  * . 
not  be  fully-separated,  despite  provisions  against 
interlocking  directors  and  officers." 

Finally,  the  Department  of  Justice  has  observed  in  connection 
with  FCC's  proposed  reliance  on  separate  subsidiaries  to  prevent 
anticompetitive  behavior  that: 

"It  is  clear  *  *  *  that  the  separate  subsidiaries 
concept  is  likely  to  have  a  de  minimis  impact  on 
removing  incentives  to  the  exercise  of  market 
power  *  *  *.  [t]he  principle  that  'separate' 
entities  operating  under  the  same  corporate 
umbrella  are  unlikely  to  prevent  anti-competitive 
consequences  has  long  been  recognized  Ky  anti¬ 
trust  courts.  In  like  manner,  here,  a  separate 
subsidiary  with  separate  officers,  personnel  and 
books  of  account  is  unlikely  to  deter  anticompe¬ 
titive  potentials." 


1/Hearings  Before  the  Subcommittee  on  Monopolies  and  Commercial 
Law  of  the  House  Committee  on  the  Judiciary,  96th  Cong.,  2d 
Sess.  on  H.R.  6121,  Sept.  9  and  16,  1980,  serial  no.  69,  p.  378. 
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Separate  subsidiaries  are 
essentially  an  accounting  device 

The  fact  that  separate  subsidiaries  constitute  essentially 
an  accounting  safeguard  rather  than  a  definitive  structural 
solution  to  the  problem  of  monopoly  power  is  acknowledged  by  the 
Commission  in  its  final  decision  in  Computer  II.  The  Commission, 
in  recognizing  that  the  separate  subsidiary  requirement  does  not 
alter  incentives,  maintains,  nevertheless,  that  it  reduces  the 
ability  of  the  firm  on  which  it  is  imposed  to  engage  in  preda¬ 
tion  or  to  do  so  without  detection.  This  is  accomplished,  the 
Commission  states,  through  reduction  of  joint  and  common  costs 
between  affiliated  entities,  the  requirement  that  transactions 
move  from  one  set  of  corporate  books  to  another,  and  the  publi¬ 
cation  of  rates,  terms,  and  conditions  on  which  services  will  be 
available  to  all  potential  purchasers. 

The  separate  subsidiary  requirement  is  thus  intended  to 
separate  and  segregate  costs  associated  with  producing 
particular  products  and  services  while  at  the  same  time  providing 
visibility,  accountability,  and  auditability  for  intracorporate 
transactions.  In  this  sense,  as  the  Chief  of  the  Commission's 
Office  of  Plans  and  Policy  has  observed,  accounting  and  separate 
subsidiaries  are  complements  and  not  substitutes  for  one  another. 
In  fact,  in  a  very  real  sense,  separate  subsidiaries  are  really 
nothing  more  than  an  extension  of  accounting,  a  means  of  illumi¬ 
nating  and  subjecting  to  public  scrutiny  a  vast  array  of  cor¬ 
porate  decisions  and  actions  relating  to  such  items  as  transfer 
and  valuation  of  assets,  cost  allocations,  pricing  of  intra¬ 
corporate  transfers  and  transactions,  pricing  of  product  and 
service  offerings,  and  distribution  of  revenues. 

Structural  separation  requirements,  as  well  as  requirements 
of  arm's  length  dealings  and  fully  compensatory  transfer  pricing 
between  corporate  affiliates  are  clearly  regulatory  requirements. 
Just  as  clearly,  imposition  of  such  requirements  presupposes  the 
imposition  of  still  other  requirements — notably  costing  princi¬ 
ples  and  methodologies  and  accounting  procedures — which  make  it 
possible  to  detect  and  prevent  cross-subsidy  and  to  ensure, 
where  appropriate,  that  intracorporate  transactions  take  place 
on  a  fully  compensatory,  arm's  length  basis. 

Because  costing  methodologies  and  accr  nting  tools  are  so 
crucial  to  the  workability  of  an  approach  which,  by  general  agree¬ 
ment,  does  not  significantly  alter  incentives  to  engage  in  anti¬ 
competitive  conduct,  these  tools  must  be  fully  developed  and 
implemented  before  a  separate  subsidiary  approach  is  made  opera¬ 
tional.  Otherwise,  there  will  simply  be  no  way  to  adequately 
assure  that  separation  is  accomplishing  the  pro-competitive, 
public  interest  purposes  for  which  it  is  intended. 

Chapter  4  discussed  in  detail  the  Commission's  efforts  to 
date  to  develop  a  satisfactory  and  feasible  methodology  for  allo¬ 
cating  joint  and  common  costs.  Because  separate  subsidiaries  do 
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not  totally  eliminate  joint  and  common  costs,  resolution  of  the 
costing  problems  outlined  in  that  chapter  will  have  to  precede 
full  implementation  of  separate  subsidiary  operations.  Moreover, 
since  traditionally  regulated  basic  services  will  presumably  con¬ 
tinue  to  experience  ever  increasing  competitive  incursions,  it 
Will  be  equally  essential  to  have  costing  methodologies  which 
can  protect  against  interservice  cross-subsidy  and  predatory 
pricing  in  the  basic  interexchange  services  sector. 

Just  as  it  will  ha  necessary  to  resolve  longstanding  costing 
problems  before  moving  ahead  with  separate  subsidiaries,  it  will 
be  essential  to  have  in  place  fully  developed  cost  accounting  for 
all  affiliated  corporate  entities  to  ensure  that  intracorporate 
transfer  prices  are  fully  cost  compensatory  in  nature.  Without 
such  cost  accounting,  the  need  for  which  is  discussed  in  detail 
in  chapter  5,  the  Commission  will  not  be  able  to  make  valid 
comparisons  of  prices  and  costs,  it  will  also  not  be  able  to 
maintain  proper  surveillance  between  corporate  entities,  particu¬ 
larly  between  the  traditionally  regulated  monopoly  sector  and  the 
deregulated,  competitive  (enhanced  services,  customer  premises 
equipment)  sector.  1/ 

Along  with  detailed  cost  accounting,  there  will  be  a  need 
for  audits.  Without  audits,  FCC  will  be  compelled  to  rely,  as  it 
has  so  often  in  the  past,  on  the  word  of  the  carrier  for  the  ac¬ 
curacy  and  reasonableness  of  the  accounts,  data,  and  reports. 

The  problems  posed  by  FCC's  reliance  on  unaudited  carrier  data 
are  discussed  in  chapter  3  in  connection  with  an  evaluation 
of  the  agency's  traditional  price/earnings  regulatory  activities. 

As  can  be  readily  seen,  separate  subsidiaries  do  not 
represent  a  quantum  leap  in  FCC's  ability  to  prevent  and  detect 
cross-subsidy  or  to  mitigate  the  risk  of  anticompetitive  actions. 
Regulatory  authorities  will  still  be  obliged  to  deal  with  highly 
subjective,  complex,  and  troublesome  problems  of  cost  allocation. 
They  will  still  need  to  ensure  that  a  vast  array  of  intracorpo¬ 
rate  transactions  as  well  as  external  product  and  service  offer¬ 
ings  are  priced  in  a  fully  cost  compensatory  manner.  They  will 
still  be  relying,  in  short,  on  those  techniques  which  have  proven 
difficult  to  apply  effectively  in  the  past  and  imperfect  as 
safeguards  against  anticompetitive  behavior.  In  this  regard,  the 
former  chief  of  FCC's  Common  Carrier  Bureau  during  congressional 
testimony  in  late  1979  stated: 

"*  *  *  I  don't  wish  to  appear  too  negative  about 
this,  but  I  do  think  that  there  should  be  a  clear 
understanding  at  least  of  my  perceptions  of  the 
question  of  separate  subsidiaries  and  accounting. 

[The  question  was  asked]  could  someone  guarantee 


1/We  recognize  that  private  and  governmental  enforcement  of 
antitrust  laws  will  also  aid  in  deterring  anticompetitive 
practices. 
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that  there  wouldn't  be  cross  subsidies  employing 
these  kinds  of  tools,  and  the  answer  is  no.  We 
can't  guarantee  that  there  won't  be  cross  subsidies 
*  *  *  Accounting  is  really  not  a  science,  at  least 
in  this  area  it  is  not  a  science,  and  there  are  going 
to  be  difficult  questions  of  cost  allocations  where 
there  are  joint  and  common  costs  involved,  and  maybe 
sometimes  even  when  it  is  not  so  clear  that  they  are 
involved  *  *  *. 

In  addition,  where  goods  and  services  are  trans¬ 
ferred  back  and  forth  between  and  among  affiliated 
entities,  really,  no  matter  what  the  degree  of 
separation,  there  is  a  possibility  for  the  manip¬ 
ulation  of  transfer  prices.  *  *  * 

So,  while  separate  subsidiaries  are  helpful  and 
accounting  systems  are  helpful  in  terms  of  trying 
to  expose  a  little  better  anticompetitive  prac¬ 
tices,  it  would  be,  I  think,  a  serious  misunder¬ 
standing  to  believe  that  these  devices  would  really 
resolve  all  our  problems.  *  *  * 

[Absent  divestiture  or  its  functional  equivalent] 

I  don't  have  a  good  deal  of  faith  that  problems 
associated  with  the  manipulation  of  transfer  prices 
or  arguments  about  cost  allocations  are  going  to  be 
resolved."  1/ 

Separate  subsidiaries  presuppose 
intensive  regulatory  involvement 

Given  the  present  lack  of  truly  workable  competition  in  most 
sectors  of  the  telecommunications  industry  and  the  salient  fea¬ 
tures  of  the  separate  subsidiary  approach,  that  is,  it  does  not 
alter  the  firm's  incentives  and  relies  heavily  on  accounting 
techniques  to  highlight  opportunities  for  abuse  of  market  power — 
one  can  only  conclude  that  reliance  on  the  separate  subsidiary 
approach  presupposes  continuing  intensive  involvement  of  the 
regulatory  authorities.  This  is  a  conclusion  of  utmost  impor¬ 
tance  for  those  who  might  be  tempted  to  conclude  that  the  present 
state  of  competitive  development  in  various  sectors  of  the  indus¬ 
try  constitutes  a  justification  for  withdrawing  regulatory  safe¬ 
guards  and  entrusting  these  markets  to  the  self-regulating, 
"invisible  hand"  of  competition.  Clearly,  deregulation,  in  the 
sense  of  using  separate  subsidiaries  and  associated  structural 
conditions  and  competitive  safeguards  as  an  alternative  to  tradi¬ 
tional  price/earnings  type  regulation,  does  not  mean  the  absence 
of  regulation. 


1/Transcript  of  unpublished  testimony  by  Phillip  Verveer,  Chief, 
Common  Carrier  Bureau,  PCC,  before  the  Subcommittee  on  Communi¬ 
cations,  House  Committee  on  Interstate  and  Foreign  Commerce, 
Nov.  8,  1979. 
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To  have  any  confidence  at  all  in  separate  subsidiaries  as  a 
means  of  promoting  and  protecting  emerging  competition,  we  believe 
that  FCC  will  have  to  have  a  direct  involvement  in  specifying  the 
form  and  number  of  separate  subsidiaries  as  well  as  the  products 
and  services  that  will  be  offered  by  these  subsidiaires .  The 
agency,  we  believe,  will  need  to  prescibe  a  variety  of  conditions 
and  competitive  safeguards  to  be  imposed  on  the  operation  of  the 
separate  subsidiaries  as  well  as  on  their  dealings  with  other 
corporate  affiliates  and  with  competing  entities.  FCC  will  need 
to  prescribe  and  oversee  the  development  of  the  accounting  and 
reporting  systems  that  will  be  relied  on  to  provide  the  "visibil¬ 
ity"  and  "auditability"  which  are  the  hallmarks  of  this  approach 
and  its  primary  deterrents  to  abuse  of  market  power.  It  will  need 
to  oversee  and  approve  the  valuation  of  assets  transferred  to  the 
separate  subsidiary( ies)  as  well  as  the  initial  capitalization 
and  subsequent  financing  of  the  subsidiaries. 

Once  the  separate  subsidiaries  are  operational,  FCC  will 
have  to  monitor,  on  a  continuing  basis,  the  competitive  state  and 
performance  of  the  markets.  It  will  need  to  (1)  police  compli¬ 
ance  with  the  various  conditions,  prescriptions,  and  prohibitions 
which  it  has  imposed  on  separate  subsidiary  arrangements,  (2) 
respond  to  and  investigate  complaints  of  anticompetitive  conduct, 
and  (3)  on  its  own  initiative,  scrutinize  transactions  between 
and  among  affiliated  entities  to  ensure  where  required  that  they 
are  fully  cost  compensatory  and  made  on  an  arm's  length  basis. 

MAXIMAL  SEPARATION  IS  NEEDED 
FOR  SUCCESSFUL  USE  OF  THE 
SEPARATE  SUBSIDIARY  APPROACH 

If  separate  subsidiaries  are  to  be  relied  on  for  protecting 
and  promoting  competition  and  if  the  regulatory  tasks  implicit  in 
this  approach  are  to  be  kept  within  realistic  and  feasible  bounds, 
it  will  be  necessary,  we  believe,  to  fashion  structural  separation 
conditions  and  competitive  safeguards  in  such  a  way  as  to  make 
it  as  difficult  as  possible  to  abuse  market  power  and  at  the  same 
time  as  easy  as  possible  for  FCC  to  fulfill  its  regulatory  re¬ 
sponsibilities.  What  is  needed  is  a  set  of  structural  require¬ 
ments,  conditions,  and  prohibitions  which  will  severely  constrain 
the  firm's  ability  to  act  on  anticompetitive  incentives  and  at 
the  same  time  minimize  the  need  for  repeated  ad  hoc  regulatory 
determinations  and  detailed,  day-to-day  regulatory  oversight  and 
intervention. 

What  we  have  in  mind  here  is  an  approach  more  closely  approxi¬ 
mating  true  "maximal  separation."  Such  an  approach  involves  iden¬ 
tifying  the  sources  of  market  power  as  well  as  the  principal 
opportunities  for  its  abuse  and  fashioning  appropriate  structural 
arrangements  and  safeguards  to  limit  the  potential  for  anticom¬ 
petitive  actions.  Through  such  an  approach,  FCC  can  segment  and 
partition  the  dominant  carrier's  operations  to  (1)  minimize  joint 
and  common  costs,  (2)  contribute  a  high  degree  of  visibility  and 
auditability  to  transactions  which  take  place  between  and  among 


affiliated  entities,  and  (3)  erect  fairly  impervious  barriers  to 
anticompetitive  cross-subsidy  and  other  forms  of  abuse  of  market 
power . 


Maximal  separation  stands  in  marked  contrast  to  the  limited, 
and,  in  our  view,  inadequate  separation  provided  for  in  FCC's  Com¬ 
puter  II  proceeding.  Key  FCC  officials  we  consulted  during  our 
review  acknowledged  that  the  structural  separation  conditions  and 
competitive  safeguards  provided  for  in  Computer  II  are  minimal 
by  any  standard  and  were  formulated  as  much  or  more  with  an  eye 
to  what  would  be  acceptable  to  a  Commission  divided  on  the  ques¬ 
tion  of  need  for  any  structural  separation  at  all,  than  to  what 
is  essential  to  ensure  full,  fair,  and  effective  competition. 

Repeatedly,  we  were  told  that  the  chief  obstacle  to  stronger 
separation  requirements  and  competitive  safeguards  was  the  lack 
of  support  on  the  Commission  for  more  stringent  separation  and, 
in  some  cases,  a  lack  of  conviction  that  any  separation  is  neces¬ 
sary. 

We  believe  that  maximal  separation  constitutes  an  appropriate 
quid  pro  quo  for  relaxation  of  regulatory  entry  barriers  and 
traditional  rate  of  return/rate  base  regulation  insofar  as  the 
dominant  carrier's  participation  in  competitive  product  and  en¬ 
hanced  service  offerings  is  concerned.  1/ 

In  addition  to  successfully  implement  its  chosen  approach  to  1 

the  regulation  of  competitive  offerings,  the  Commission  and  its  1 


1/It  might  be  argued  that  in  imposing  separation  conditions  and 
other  procompetitive  safeguards  there  is  a  cost  imposed  at  the 
same  time,  chiefly  through  sacrificing  certain  scale  economies 
attributable  to  the  vertical  integration  of  a  firm.  Much  has 
been  said  about  such  economies  in  a  general  sense  but  rela¬ 
tively  little  work  has  been  done  to  document  and  quantify  them 
in  specific  terms.  Almost  every  firm  is  characterized  both  by 
scale  economies  and  scale  diseconomies  in  its  operations.  Any 
net  economies  must  be  weighed  against  the  alternatives  of 
specialization  economies  and  economies  of  technological  change 
as  assessed  in  light  of  the  present  and  future  characteristics 
of  consumer  demands. 

FCC  in  its  discussion  of  the  benefits  and  costs  of  the 
structural  approach  mandated  in  Computer  II  cited  an  expec¬ 
tation  of  substantial  public  benefits  from  its  chosen  approach 
for  encouraging  the  growth  and  vitality  of  a  competitive  tele¬ 
communications  industry.  At  the  same  time  it  concluded  that 
the  costs  to  the  firm  subjected  to  separation  requirements 
as  well  as  to  the  public  in  terms  of  any  negative  impact  on 
innovation  would  not  be  significant.  A  requirement  of  separ¬ 
ation  or  prohibition  of  sharing  discussed  in  this  chapter  could 
be  reconsidered  if  specific  evidence  is  developed  which  demon¬ 
strates  that  the  costs  imposed  are  likely  to  outweigh  the  pro- 
competitive  benefits  which  may  be  procured  by  such  a  requirement. 
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staff  will  need  to  devote  far  more  attention  than  has  been  the 
case  to  date  to  the  resource  and  organizational  requirements  im¬ 
plicit  in  using  the  separate  subsidiary  regulatory  scheme.  This 
includes  needs  in  regard  to  the  size  and  organization  of  staff; 
the  specific  analytical,  monitoring,  enforcement,  and  other  func¬ 
tions  that  will  need  to  be  performed;  the  mix  of  skills,  experi¬ 
ence,  and  training  that  will  be  required;  and  the  types  of  sup¬ 
port  systems  and  facilities  (e.g.,  record  and  report  filings  and 
electronic  data  processing  equipment)  which  will  be  needed  to 
carry  out  the  Commission's  regulatory  tasks. 

Implementing  the  Computer  II  approach  is  a  matter  that  has 
received  little  attention  by  the  Commission.  At  the  time  of  com¬ 
pletion  of  our  review  only  three  individuals  were  assigned  full¬ 
time  to  the  Computer  II  Implementation  Task  Force.  Many  senior 
Commission  staff  who  had  key  roles  in  developing  the  Computer  II 
approach  have  since  left  the  Commission,  including  the  chief  of 
the  Common  Carrier  Bureau.  Without  snore  attention  devoted  to 
matters  basic  to  implementation  it  is  extremely  doubtful  that 
Computer  II  can — or,  for  that  matter,  should  be  allowed  to — go 
into  effect  on  March  1,  1982,  as  presently  scheduled. 

The  need  to  attend  to  these  important  matters  is  underscored 
by  FCC's  apparent  intention,  as  illustrated  by  its  April  1981 
Cellular  Land  Mobile  Decision  (Docket  79-318)  to  make  broad  use 
of  the  separate  subsidiary  device  in  the  future. 

FCC's  COMPUTER  II  DECISION  FALLS 
SHORT  OF  MAXIMAL  SEPARATION  NEEDED 
TO  PROTECT  AND  ENCOURAGE  COMPETITION 

FCC's  Computer  II  Decision,  although  it  refers  repeatedly  to 
the  concept  of  "maximum  separation"  first  enunciated  by  the  Com¬ 
mission  in  the  Computer  I  Inquiry,  falls  short  of  maximal  struc¬ 
tural  separation  in  our  view,  in  several  important  respects.  The 
inadequacies  of  the  separation  required  by  FCC  relate  primarily 
to  the  allowable  grouping  of  activities  within  the  detegulated 
separate  subsidiary  prescribed  for  competitive  offerings  and  the 
degree  of  separation  required  for  such  important  and  basic  func¬ 
tions  as  research  and  development  and  manufacturing. 


A  single  conglomerate 
subsidiary  versus  multiple, 
stand  alone  subsidiaries 

FCC's  Computer  II  Decision  allows,  but  does  not  require, 
more  than  one  separate  subsidiary  for  a  carrier's  deregulated 
competitive  offerings,  that  is,  it  would  allow  the  dominant  car¬ 
rier  to  provide  both  enhanced  services  and  customer  premises 
equipment  through  a  single,  conglomerate  subsidiary.  Such  a 
subsidiary  would  be  endowed  from  the  moment  of  its  creation 
with  massive  size,  pervasive  dominance,  and  a  significant  po¬ 
tential  for  abuse  of  market  power.  In  recent  testimony  before 
the  U.S.  District  Court  for  the  District  of  New  Jersey,  where  it 


is  attempting  to  secure  a  definitive  construction  of  the  1956 
Consent  Decree  to  be  able  to  fully  implement  the  deregulatory 
scheme  envisioned  in  the  Computer  II  rulemaking,  AT&T  testified 
that  it  has  already  initiated  a  massive  corporate  restructuring 
in  line  with  the  Computer  II  decision.  This  will  entail  transfer¬ 
ring  between  $10  and  $15  billion  of  its  assets  and  about  100,000 
employees  to  a  new  separate  subsidiary. 

Because  of  the  fledging  character  of  much  of  the  competition 
in  this  industry  and  the  ability  of  a  single  conglomerate  subsid¬ 
iary  to  practice  internal  cross-subsidy  and  to  selectively  target 
particular  markets  for  anticompetitive  actions,  we  believe  that 
the  Commission  should  have  focused  more  attention  on  the  potential 
for  cross-subsidy,  predatory  pricing  and  other  abuse  inherent  in 
a  single  conglomerate  subsidiary  and  should  have  explicitly  pro¬ 
vided  for  structural  separation  of  deregulated  competitive 
offerings  in  such  a  way  to  reduce  the  potential  for  anticompeti¬ 
tive  abuse. 

One  of  the  more  obvious  possibilities  for  structural  separa¬ 
tion  would  involve  creating  at  least  two  fully  separated  subsid¬ 
iaries,  one  for  enhanced  service  offerings  and  another  for 
competitive  terminal  equipment  offerings.  Each  subsidiary,  in 
addition  to  having  its  own  directors,  officers,  employees,  facili¬ 
ties,  books  of  account  and  recordkeeping  would  perform  the  major¬ 
ity  of  its  own  operating  and  administrative  functions.  Such 
minimal  administrative  and  other  services  as  the  separate  sub¬ 
sidiaries  might  be  permitted  to  secure  from  the  parent  firm  or 
from  other  corporate  affiliates  would  be  provided  on  a  fully  cost 
compensatory,  fully  auditable,  arm's  length  basis. 

Structural  separation  along  these  or  similar  lines  would  go 
far,  we  believe,  in  reducing  the  potential  for  predatory  pricing 
and  a  number  of  other  potential  abuses  of  market  power.  It  would 
also  greatly  facilitate  FCC's  tasks  of  fostering  workably  compet¬ 
itive  telecommunications  product  and  service  markets  as  well  as 
monitoring  competitive  performance  in  deregulated  markets. 

Separation  of  research  and 
development  and  manufacturing 

In  its  final  decision  in  Computer  II  and  again  upon  comple¬ 
tion  of  Reconsideration,  the  Commission  determined  to  permit  the 
sharing  of  research  and  development  as  well  as  manufacturing 
by  the  parent  corporation  and  its  competitive  separate  subsidi- 
ary(ies).  In  the  final  decision  the  Commission  also  announced 
its  intention  to  examine  the  dominant  carrier's  license  contract 
arrangement  through  which  monopoly  derived  revenues  are  used  to 
fund  research  and  development  as  well  as  "other  issues  generic  to 
the  use  of  monopoly  revenues  to  support  competitive  research  and 
development."  It  indicated  that  at  the  conclusion  of  its  inquiry 
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it  would  feel  free  to  modify  its  treatment  of  research  and  devel¬ 
opment  as  the  facts  might  warrant.  1/ 

The  dominant  carrier  argued  against  imposing  unnecessary 
regulatory  constraints  on  the  separate  subsidiary  which  would 
prevent  it  from  competing  fairly  and  effectively.  Separation  of 
its  research  and  development  and  manufacturing,  the  dominant  car¬ 
rier  argued,  would  have  the  effect  of  handicapping  any  separate 
subsidiary  as  a  provider  of  enhanced  services  and  customer  pre¬ 
mises  equipment  competing  with  large  domestic  and  foreign  firms. 
Moreover,  it  argued  that  preventing  the  separate  subsidiary  from 
using  the  dominant  carrier's  research  and  development  and  manu¬ 
facturing  capabilities  would  deny  customers  of  enhanced  services 
and  customer  premises  equipment  the  benefits  of  integrated  re¬ 
search  and  development  and  manufacturing,  resulting  in  inefficient 
fragmentation  and  duplication. 

Numerous  other  parties  offering  comments  in  the  Computer  II 
proceeding  commented  on  the,  as  they  saw  it,  inadequate  separation 
and  competitive  safeguards  provided  by  the  Commission  regarding 
research  and  development  and  manufacturing.  They  pointed  out 
that  these  areas  are  of  enormous  importance  to  provision  of  en¬ 
hanced  telecommunications  services  and  innovative  terminal  equip¬ 
ment  offerings  and  also  that  they  have  an  inherent  potential  for 
significant  anticompetitive  abuse  of  market  power.  Chief  among 
the  potential  abuses  cited  were  cross-subsidy  and  anticompetitive 
transfers  of  information. 

Many  commenters  stated  that  the  Commission’s  failure  to 
require  complete  separation  of  research  and  development  as  well 
as  manufacturing  was  inconsistent  with  the  principle  of  maximum 
separation  which  it  had  espoused,  as  well  as  with  the  goad  of 
promoting  competition  in  the  provision  of  telecommunications 
products  and  services.  A  number  of  parties  observed  that  the 
alleged  benefits  of  a  vertically  integrated  structure  were  not  at 
issue  in  the  proceeding,  since  the  separate  subsidiary  would  be 
free,  in  any  event,  to  develop  its  own  vertically  integrated 
structure  with  its  own  research  and  development  and  manufacturing 
capabilities. 

We  agree  with  those  who  maintain  that  adoption  of  a  procom- 
petitive  policy  coupled  with  reliance  on  the  separate  subsidiary 
device  to  assure  full  and  fait  competition  requires  maximal 


1/A  Notice  of  Inquiry  in  this  matter  was  adopted  by  the  Commis¬ 
sion  on  November  25,  1980,  and  a  document  released  February  6, 
1981.  Comments  were  due  by  June  22,  1981,  and  reply  comments 
by  August  10,  1981.  Bureau  staff  have  begun  the  task  of  sum¬ 
marizing  and  analyzing  the  comments  received. 
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separation  of  applied  research  and  development  1/  and  manufacturing 
activities.  Otherwise,  in  our  opinion,  the  risks  of  cross-subsidy 
and  other  forms  of  anticompetitive  behavior  are  unacceptably  great. 
We  note  that  the  Commission  itself  has  stated,  regarding  the  policy 
of  maximum  separation,  that 

"*  *  *  separation  is  appropriate  in  those  cases  in 
which  there  is  a  substantial  threat  of  injury  to  the 
communications  ratepayer  and  where  other  regulatory 
tools  would  not  suffice." 

Such  is  clearly  the  case,  we  believe,  regarding  research  and 
development  and  manufacturing. 

In  dealing  with  the  arguments  surrounding  the  issue  of  ver¬ 
tical  integration,  the  Commission  has  observed  that 

"*  *  *  the  record  with  respect  to  the  importance  of 
vertical  integration  on  innovation  is  ambiguous. 

But  it  is  clear  that  the  benefits  of  vertical  inte¬ 
gration  are  less  in  the  specialized  discrete  areas 
of  enhanced  services  and  CPE  than  in  the  design  and 
operation  of  a  unified,  integrated  facility  offering 
basic  services." 

Whatever  the  benefits  of  vertical  integration,  they  would  continue 
to  be  available  to  a  fully  separated,  stand-alone  subsidiary  which 
satisfied  the  bulk  of  its  own  research  and  development  and  manu¬ 
facturing  needs  as  the  Commission  itself  has  acknowledged.  Thus, 
using  the  example  above,  a  separate  CPE  subsidiary  could  be  re¬ 
quired  to  perform  its  own  research  and  development  as  well  as 
manufacturing.  Similarly,  an  enhanced  services  separate  subsi¬ 
diary  could  be  required  to  satisfy  its  own  research  and  develop¬ 
ment  requirements,  as  well  as  requirements  for  computer  software 
and  hardware.  Integrating  these  capabilities  into  the  separate 
subsidiaries  would  significantly  reduce  the  potential  for  anticom¬ 
petitive  allocation  of  joint  and  common  costs  and  would  result  in 
the  separate  subsidiaries  functioning  as  virtually  autonomous, 
fully  integrated  providers  of  competitive  service  and  equipment 
offer ings. 

The  final  consideration  which  leads  us  to  conclude  that  full 
separation  of  research  and  development  and  manufacturing  is  ap¬ 
propriate  has  to  do  with  regulatory  efficiency  and  effective¬ 
ness.  As  we  have  noted  elsewhere,  the  existence  of  activities 
shared  between  regulated  and  unregulated  sectors  implies  the 
potential  for  misallocation  of  joint  and  common  costs  and  a  con¬ 
sequent  need  for  continuing  regulatory  oversight  to  ensure  that 


J/Applied  research  and  development  being  that  which  is  product 
and  enhanced  service  specific. 
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abuses  do  not  take  place.  This  implies,  in  turn,  the  scrutiniz¬ 
ing  of  transactions,  contracts,  and  accounting  data  to  ensure 
that  transfer  prices  are  fully  compensatory,  that  transactions 
occur  on  an  arm's  length  basis,  and  that  various  anticompetitive 
practices  are  not  engaged  in. 

The  Commission  has  said  in  its  final  decision  that  it  will 
permit  the  sharing  of  research  and  development  by  the  parent 
corporation  with  its  separate  subsidiary,  provided  such  exchanges 
take  place  on  a  completely  cost  compensatory  basis.  However,  as 
the  Commission  itself  acknowledges: 

"This  assumes  appropriate  records  of  account  are 
established  for  research  and  development  *  *  *. 

Such  exchanges  must  be  monitored,  and  if  it  is  deter¬ 
mined  that  research  and  development  is  being  per¬ 
formed  for  the  subsidiary  on  less  than  a  [sic] 
compensatory  basis,  further  exchanges  will  be 
prohibited . " 

Elsewhere,  regarding  manufacturing,  the  Commission  states  that  the 
separate  subsidiary  will  be  required  to  deal  at  arm's  length  with 
any  affiliated  manufacturing  entity. 

"The  transfer  of  any  products  between  this  CPE/ 
enhanced  service  provider  and  any  affiliated 
equipment  manufacturer  must  be  done  at  a  price 
that  is  compensatory.  To  police  this  requirement 
we  will  require  that  any  transaction  between  the 
enhanced  services  subsidiary  and  any  other  affil¬ 
iate  which  involves  the  transfer  (either  directly 
or  by  accounting  or  other  record  entries)  of 
money,  personnel,  resources  or  other  assets  be 
recorded  in  auditable  form.  Moreover,  any  con¬ 
tract  entered  into  between  such  entities  must  be 
filed  with  the  Commission,  where  it  will  be  made 
available  for  public  inspection  *  *  *  we  will 
monitor  these  contracts  and,  should  abuses  be 
discovered,  we  will  re-examine  our  determination 
with  regard  to  the  appropriate  degree  of  separation." 

Simply  stated,  we  do  not  believe  that  FCC  is  now  equipped, 
or  is  likely  soon  to  be  equipped,  to  undertake  a  continuing  regu¬ 
latory  task  of  this  magnitude  and  complexity.  Apart  from  the 
resource-intensive  nature  of  the  task  and  the  question  of  re¬ 
source  availability,  there  is  the  problem  of  data  availability 
and  the  well-documented  record  of  FCC's  difficulties  (e.g.,  in 
Docket  19129)  in  dealing  with  precisely  these  kinds  of  ques¬ 
tions.  1/  FCC  has  never  required  the  kinds  of  accounting 
procedures  and  accounting  records  for  the  dominant  carrier's 


l/FCC's  problems  in  implementing  Docket  19129  are  discussed  in 
chapter  3,  and  obtaining  reliable  and  appropriately  detailed 
cost  data  are  discussed  in  chapter  4. 
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manufacturing  and  research  and  development  affiliates  which  are 
needed  to  monitor  cost  allocations  within  these  affiliates  as 
between  products  and  services  they  provide  to  the  carrier’s  regu¬ 
lated  entities.  As  a  result,  the  Commission  has  never  been  in  a 
position  to  ensure  against  cross-subsidy  in  these  important  areas. 
As  the  Commission  itself  admits: 

"*  *  *  standard  accounting  procedures  presently  in 
use  in  the  regulated  telecommunications  industry  may 
not  be  sufficient  to  insure  the  compensatory  nature 
of  such  intracorporate  transactions  where  neither 
party  is  a  regulated  common  carrier,  but  potential 
burdens  on  the  communications  ratepayer  still  exists. 

In  such  circumstances,  it  may  be  necessary  to  require 
the  creation  of  additional  accounting  records  to  enable 
us  to  monitor  more  accurately  the  cost  allocations 
within  the  manufacturing  or  research  affiliates.” 

Separate  from  the  question  of  FCC's  ability  to  effectively 
police  the  minimal  separation  requirements  which  it  proposes  in 
the  areas  of  research  and  development  and  manufacturing,  is  the 
question  of  the  wisdom  of  committing  significant  regulatory  re¬ 
sources  to  such  a  task  when  a  simpler,  more  straightforward  al¬ 
ternative  is  available.  Although  the  cost  and  difficulty  of 
regulatory  tasks  do  not  in  themselves  constitute  sufficient  ar¬ 
guments  against  performing  them  when  they  are  deemed  essential  to 
protect  the  public  interest — and  no  less  costly  alternative  is 
available — that  does  not  seem  to  be  the  case  here.  No  demonstra¬ 
tion  has  been  made  that  separate  subsidiaries  would  suffer  sig¬ 
nificant  loss  of  efficiency  or  competitiveness  under  a  r  quirement 
of  full  separation  of  applied  research  and  development  and  manu¬ 
facturing.  In  fact,  as  already  noted,  to  the  extent  that  there 
are  benefits  to  be  derived  from  vertical  integration,  these  would 
be  achievable  within  a  vertically  integrated  separate  subsidiary. 
Moreover,  full  and  complete  separation  with  appropriate  costing 
and  accounting  safeguards  would  provide  a  far  mo^e  effective  pro¬ 
tection  against  cross-subsidy  and  other  anticompetitive  abuse  of 
market  power.  It  would  seem  that  the  logic  of  FCC's  adopted 
approach  compels  this  separation. 

SPECIFIC  CONDITIONS, 

SEPARATION  REQUIREMENTS, 

AND  COMPETITIVE  SAFEGUARDS 

A  policy  of  maximal  separation,  in  addition  to  providing  for 
structural  separation  of  corporate  activities  and  offerings  in 
such  a  way  to  minimize  the  potential  for  anticompetitive  allo¬ 
cation  of  joint  and  common  costs,  needs  to  provide  for  specific 
prohibitions,  behavioral  conditions,  and  competitive  safeguards 
in  areas  where  examination  of  market  conditions  and  corporate 
practices  has  revealed  a  strong  potential  (i.e.,  an  incentive  and 
an  opportunity)  for  anticompetitive  abuse.  The  following  dis¬ 
cussion  deals  with  areas  where  we  believe  the  potential  for  abuse 
is  particularly  significant  and  where  the  safeguards  proposed  by 
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FCC  in  Computer  II  falls  short  of  what  we  believe  is  required  to 
protect  and  nurture  emerging  competition  in  the  domestic  telecom¬ 
munications  industry. 

Separate  directors,  officers, 
and  operating  personnel 

In  the  final  decision  in  Computer  II,  FCC  required  that 
separate  subsidiaries  established  for  competitive  offerings  have 
separate  officers  as  well  as  separate  operating  personnel.  Sep¬ 
arate  officers  were  felt  to  be  necessary  to  reduce  the  anticom¬ 
petitive  advantages  that  can  accrue  to  the  separate  subsidiary 
through  privileged  access  to  information,  chiefly  customer  pro¬ 
prietary  information,  which  results  from  the  parent  corporation's 
common  carrier  activities.  Separate  operating  personnel  were 
required  to  reduce  the  anticompetitive  potential  for  misallocation 
of  joint  and  common  costs  inherent  in  the  shared  performance  of 
such  operating  functions  as  marketing,  maintenance,  installation, 
and  training. 

We  agree  with  these  separation  requirements  regarding 
officers  and  operating  personnel.  At  the  same  time,  we  would  go 
even  further  and  require  also  that  a  separate  subsidiary  have  its 
own  board  of  directors.  While  we  have  no  illusions  concerning 
the  added  degree  of  independence  which  this  requirement  will  ac¬ 
hieve,  we  believe  that  a  requirement  of  separate  directors  would 
underline  and  reinforce  the  stand-alone,  separated  character  of 
the  subsidiary  and  provide  an  additional  measure  of  protection 
against  anticompetitive  abuse  of  the  relationship  between  the 
parent  firm  and  its  fully  separated  affiliate.  Additionally,  as 
discussed  on  page  128,  we  believe  that  an  initial  requirement  of 
separate  directors  will  make  it  easier  and  more  credible  for  the 
Commission  to  impose  later,  should  it  deem  this  appropriate,  a 
requirement  of  independent  equity  participation  in  the  separate 
subsidiary( ies) . 

Restrictions  on  joint  use  of 
physical  space  or  property 

In  its  final  decision,  the  Commission  concluded  that  a  sub¬ 
sidiary  offering  enhanced  services  should  be  precluded  from  using 
in  common  any  leased  or  owned  physical  space  or  property  with  an 
affiliated  carrier  on  which  is  located  transmission  equipment  or 
facilities  used  in  the  provision  of  basic  transmission  services. 
The  reasons  given  by  the  Commission  for  this  restriction  related 
to  the  need  to  ensure  nond iscr iminatory  access  to  the  dominant 
carrier's  basic  transmission  services  and  the  need  to  minimize 
"the  inherently  difficult  problems  associated  with  the  allocation 
of  joint  and  common  costs." 

In  its  reconsideration  of  Computer  II,  the  Commission 
broadened  its  separation  requirements  with  respect  to  sharing 
of  physical  space,  stating  that  the  sharing  of  space  should  be 
confined  to  that  used  for  joint  administrative  services;  namely, 
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accounting/  auditing,  legal  services,  personnel  recruitment  and 
management,  finance,  tax,  insurance,  and  pension  services. 

We  agree  with  the  Commission's  determinations  concerning 
the  need  for  stringent  restrictions  on  shared  use  of  physical 
space  and  co-location  of  activities.  Such  separation  is  con¬ 
sistent  with  the  maximal  separation  policy  and  its  corollary, 
minimization  of  joint  and  common  costs,  which  we  believe  are 
essential  for  successful  use  of  the  separate  subsidiary  approach. 
We  believe  that  such  restrictions  are  appropriate  for  all  separate 
subsidiaries  (not  just  an  enhanced  services  separate  subsidiary) 
that  might  be  required  by  FCC. 

Beyond  the  obvious  risks  inherent  in  the  existence  and 
allocation  of  joint  and  common  costs  (namely,  cross-subsidy),  we 
believe  that  a  significant  potential  for  other  forms  of  anticom¬ 
petitive  abuse  exists  in  the  shared  use  of  physical  space  and  the 
co-location  of  such  important  functions  as  marketing,  research  and 
development,  and  manufacturing.  These  anticompetitive  dangers, 
including  tying  1/  and  misuse  of  inside  information,  have  been 
fully  and,  we  believe,  convincingly  discussed  in  comments  received 
by  FCC  in  Computer  II,  as  well  as  in  congressional  hearings 
dealing  with  use  of  the  separate  subsidiary  device. 

Marketing 

Consistent  with  an  "essential  thrust"  of  its  separate 
subsidiary  approach,  that  is,  to  separate  joint  and  common  costs 
associated  with  the  provision  of  regulated  and  unregulated  2/ 
activities,  the  Commision  in  its  final  decision  required  that 
deregulated  separate  subsidiaries  perform  their  own  marketing 
(including  all  advertising)  related  to  services  and  equipment 
offered  by  them.  The  Commission  concluded  that  the  potential 
for  misallocation  of  costs  and  anticompetitive  behavior  in  joint 
marketing  is  great  and  that,  as  a  result,  effective  regulation 
requires  eliminating  the  risks  by  prohibiting  joint  marketing 
activities.  The  Commission  also  concluded  that  a  separate  sub¬ 
sidiary  which  offers  customer  premises  equipment  and  enhanced 
services  may  not  market  any  other  equipment,  such  as  transmission 


1/Under  a  tying  contract  arrangement  the  purchaser  of  an  article 
or  service  agrees,  as  a  condition  of  purchase,  to  buy  the 
seller's  supplies  of  some  other  commodity  or  service.  The 
agreement  in  effect  forecloses  competing  vendors  from  the 
opportunity  of  selling  the  "tied"  item  to  that  purchaser. 

2/The  words  "unregulated"  and  "deregulated"  do  not  mean  in  this 
context  the  absence  of  any  form  of  regulation,  rather  they 
mean  the  absence  of  title  II  type  price/earnings  regulation. 
The  separate  subsidiary  approach  is  itself  considered  to  be 
an  alternative  form  of  regulation  by  the  Commission. 
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or  other  network  equipment,  because  of  the  risk  that  the  communi¬ 
cations  ratepayer  may  have  to  bear  the  cost  of  noncompensatory 
intracorporate  transfer  pricing  that  may  inure  to  the  benefit  of 
the  separate  subsidiary ( ies) . 

In  its  Reconsideration  of  Computer  II,  the  Commission 
retained  the  separate  marketing  requirement  for  separate  subsidi¬ 
aries,  with  a  few  modifications.  The  Commission  dealt  with  ob¬ 
jections  concerning  the  prohibition  against  separate  subsidiary 
marketing  of  network  equipment  by  discussing  the  incentives  of 
vertically  integrated,  rate  of  return  regulated  dominant  firms. 

It  pointed  out  that  firms  subject  to  price/earnings  regulation 
have  an  incentive  to  transfer  costs  to  regulated  activities  and 
profits  to  nonregulated  activities.  As  a  result,  if  separate 
subsidiaries  were  permitted  to  market  transmission  and  other  net¬ 
work  equipment  to  affiliated  entities  the  incentive  to  cross- 
subsidize  could  be  acted  upon  by  having  the  separate  subsidiary 
serve  as  a  conduit  for  cross-subsidy,  buying  equipment  from  the 
company's  manufacturing  affiliate  and  marking  up  the  equipment 
for  sale  to  the  operating  companies. 

To  accommodate  the  dominant  carrier's  objections  to  FCC's 
proposed  marketing  restrictions  and  at  the  same  time  guard  against 
the  problem  of  cross-subsidy,  the  Commission  modified  its  proscrip¬ 
tion  against  subsidiary  marketing  of  network  equipment  to  the  ex¬ 
tent  of  merely  restricting  affiliated  entities  from  acquiring  such 
equipment  from  the  separate  subsidiary  if  the  equipment  is  not 
manufactured  by  the  subsidiary.  The  separate  subsidiary  would 
otherwise  be  free  to  market  network  equipment  acquired  from  the 
company's  manufacturing  affiliate  to  any  nonaf f il iated  entities. 
Such  a  modification,  the  Commission  felt  "more  appropriately 
guards  against  the  potential  injury  to  the  ratepayer." 

Separating  the  marketing  of  competitive  terminal  equipment 
offerings  from  the  present  marketing  of  network  equipment  used  in 
providing  basic  transmission  services  provides  a  relatively  clear 
boundary.  Without  this  boundary  the  joint  marketing  of  competi¬ 
tive  terminal  equipment  and  traditional  network  equipment  would 
introduce  the  possibility  of  anticompetitive  abuse,  including 
cross-subsidy  (e.g.,  the  misallocation  of  marketing  expenses  as 
between  terminal  equipment  and  network  equipment)  and  anticompeti¬ 
tive  tying  arrangements.  Moreover,  we  are  concerned  by  the  pre¬ 
cedential  significance  of  such  a  modification  1/  as  well  as  by 
comments  made  by  the  Commission  in  connection  with  this  change. 

For  example,  the  Commission  has  taken  the  position  that: 

"*  *  *  our  concerns  are  limited  to  the  potential  impact 

on  the  communications  ratepayer  from  intracorporate 

transfer  pricing"  and,  that  "absent  practices  which 


1/Particularly  the  potential  for  relaxation  of  other  conditions, 
safeguards  and  separation  requirements  through  possible  grant¬ 
ing  of  waiver  requests. 
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adversely  affect  communications  consumers,  anticom¬ 
petitive  concerns  should  be  left  to  the  antitrust 
authorities  and  the  antitrust  laws.  Where  the 
factual  premise  of  harm  to  communications  customers 
can  be  established,  however,  we  would  continue  to 
exercise  our  jurisdiction  in  aid  of  the  goals  of  the 
Communications  Act." 

We  believe  that  the  Commission's  own  finding  that  competition  in 
the  provision  of  telecommunications  services  and  products  is  in 
the  public  interest  and  that  competition,  as  a  consequence,  should 
be  encouraged  and  protected,  dictates  a  more  affirmative  and  ac¬ 
tively  procompetitive  posture  with  respect  to  marketing  than  that 
reflected  in  the  Commission's  statements.  This  is  particularly 
true,  we  believe,  in  view  of  the  significant  role  assigned  to  the 
Commission  in  advancing  the  public  policy  objectives  embedded  in 
the  Nation's  antitrust  laws.  1/  A  retreat  from  the  principle  of 
separation  of  marketing  implies  greater  regulatory  vigilance  and 
regulatory  resources  and  opens  the  door  to  potential  anticompeti¬ 
tive  abuse. 

Joint  institutional  advertising 

In  its  final  decision  in  Computer  II  and  again  on  Reconsid¬ 
eration  the  Commission  determined  that  separate  subsidiaries  pro¬ 
viding  competitive  offerings  should  be  required  to  do  their  own 
advertising  for  specific  products  and  services.  This  condition 
is  obviously  aimed  at  avoiding  cross-subsidization  of  competitive 
product  and  service  promotional  efforts  through  shifting  of  costs 
to  monopoly  ratepayers  and  is  clearly  required  in  our  view.  The 
Commission  decided  at  the  same  time,  however,  to  permit  joint 
institutional  advertising,  that  is,  advertising  which  is  not 
product  or  service  specific.  "There  is  no  harm  to  the  communica¬ 
tions  ratepayer"  argues  the  Commission,  "in  letting  the  parent 
take  advantage  of  its  good  will." 

As  we  have  discussed  elsewhere,  and  as  the  Commission  has 
itself  acknowledged,  the  existence  of  any  joint  and  common  costs 
involved  in  the  provision  of  both  monopoly  and  competitive  offer¬ 
ings  provides  the  incentive  and  opportunity  for  the  firm  to  mis- 
allocate  the  costs  of  competitive  offerings  to  the  regulated 
monopoly  sector.  This,  in  turn,  imposes  a  burden  on  the  regula¬ 
tory  authorities  to  scrutinize  cost  allocations  to  ensure  that 
they  are  appropriate  and  not  anticompetitive.  We  believe  that  the 
Commission  would  be  hardpressed  to  determine  whether  allocations 
of  joint  costs  of  "institutional  advertising"  between  the  parent 
(or  other  affiliate)  and  separate  subsidiary  were  being  made 
fairly  and  appropriately. 


l/m  AT&T  Co.  v.  F.C.C. ,  No.  77-1254  (D.C.  Cir.,  filed  March  7, 
1980),  the  court  discussed  in  detail  the  antitrust  enforcement 
responsibilities  of  the  FCC. 
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Beyond  this  lies  the  larger  question  of  whether  permitting 
joint  institutional  advertising  constitutes  the  most  procompeti- 
tive  approach  the  Commission  might  take.  Since  the  dominant  car¬ 
rier  is  virtually  a  monopoly  supplier  of  basic  telecommunications 
services,  there  is  little  benefit  to  be  derived  from  the  stand¬ 
point  of  monopoly  sector  services  in  engaging  in  joint  institu¬ 
tional  advertising.  Rather,  the  benefits  are  to  be  found  largely 
in  the  promotion  of  competitive  product  and  service  offerings  and 
of  the  notion  that  a  potential  customer's  entire  range  of  com¬ 
munications  needs  can  be  optimally  satisfied  by  a  single  supplier 
of  both  monopoly  and  competitive  services.  In  our  view,  adoption 
of  an  approach  aimed  at  promoting  the  development  of  competition 
wherever  feasible  in  providing  telecommunications  goods  and  serv¬ 
ices  dictates  the  need  for  the  Commission  to  monitor  thj»  applica¬ 
tion  of  institutional  advertising.  Should  the  appearance  of 
anticompetitive  behavior  occur,  the  Commission  would  then  need 
to  place  additional  restrictions  on  or  ban  joint  institutional 
advertising. 


Rotation  of  management 
and  operating  personnel 


Although  the  Computer  II  Decision  prohibits  the  sharing  of 
officers  and  key  operating  personnel  by  the  parent  firm  and  its 
separate  subsidiary ( ies ) ,  nowhere  in  the  final  decision  nor  in 
its  Reconsideration  of  Computer  II  does  the  Commission  deal  with 
the  question  of  the  rotation  of  management  and  operating  personnel 
between  and  among  separate  subsidiaries  and  other  corporate 
affiliates.  In  our  view,  this  is  an  important  question  and 
one  which  must  be  fully  explored  in  terms  of  its  significance  to 
the  overall  firm,  its  anticompetitive  potential  and  its  possible 
impact  on  other  separation  requirements  that  have  been  imposed. 


The  rotation  of  management  and  operating  personnel  among 
various  entities  of  a  firm  is  a  legitimate  and  reasonable  method 
of  satisfying  and  adjusting  staffing  needs  as  well  as  developing 
management  cadres  with  breadth  and  depth  of  experience  in  the 
corporation's  diverse  operations.  At  the  same  time,  however,  it 
should  be  immediately  apparent  how  this  practice,  when  applied  to 
deregulated  separate  subsidiaries,  could  offer  the  potential  for 
cross-subsidy  and  other  forms  of  anticompetitive  abuse,  as  well 
as  militate  against  the  effectiveness  of  other  separation  condi¬ 
tions  and  competitive  safeguards  which  have  been  imposed.  For 
example,  without  restriction  or  continuing  scrutiny  by  FCC,  trans¬ 
fers  of  personnel  (officers,  managers,  engineers,  marketing  per¬ 
sonnel)  could  serve  as  a  vehicle  for  the  anticompetitive  flow  of 
information  (e.g.,  research  and  development  data,  advance  network 
technical  and  planning  information,  customer  proprietary  informa¬ 
tion)  from  the  corporate  parent  and  its  affiliates  to  the  competi¬ 
tive  separate  subsidiary ( ies ) .  Similarly,  without  some  control  or 
safeguard,  it  would  be  possible  for  the  hiring  and  training  of 
personnel  ultimately  intended  for  a  separate  subsidiary  to  be  per¬ 
formed  by  other  corporate  affiliates  prior  to  the  transfer  of  such 


personnel  to  their  intended  positions  in  the  competitive  entity.  1/ 
In  such  an  event,  the  cost  of  recruiting,  hiring,  and  training 
would  be  unfairly  borne  by  monopoly  ratepayers  rather  than  re¬ 
flected  in  the  prices  paid  for  competitive  product  and  service 
offerings. 

While  it  would  be  unnecessary  and  unfair  to  impose  a  total 
prohibition  on  the  transfer  of  employees  to  and  from,  as  well  as 
between,  separate  subsidiaries,  we  believe  that  the  PCC  should 
thoroughly  and  systematically  examine  the  implications  of  person¬ 
nel  rotation  between  regulated  and  deregulated  corporate  entities, 
attempt  to  identify  and  evaluate  the  opportunities  for  anticom¬ 
petitive  abuse  inherent  in  this  practice  and  then  formulate  appro¬ 
priate  restrictions  and  safeguards  to  militate  against  such  abuse. 
It  may,  for  example,  be  appropriate  to  limit  the  number  and  fre¬ 
quency  of  transfers.  It  may  also  be  desirable  to  impose  some 
restrictions  on  the  use  of  transferred  personnel.  For  example, 
a  marketing/sales  person  transferred  into  the  separate  subsidiary 
from  another  corporate  affiliate  might  be  prohibited  for  a  speci¬ 
fied  period  of  time  from  contacting  or  dealing  with  previous 
monopoly  service  customers. 

Prohibition  against  construction, 
ownership  or  operation  of  trans¬ 
mission  facilities  by  deregulated 
separate  subsidiaries 

In  the  final  decision  in  Computer  II  (77  FCC  2d  384(1980))  the 
Commission  imposed  a  prohibition  on  the  construction,  ownership, 
and  operation  of  transmission  facilities  by  the  deregulated 
enhanced  services  subsidiaries  of  dominant  carriers.  The  Commis¬ 
sion  determined  that  such  a  restriction  was  essential  to  preser¬ 
vation  of  the  resale  structure,  to  curb  the  abuse  of  market  power 
and  to  assure  the  continued  availability  and  improvement  of  basic 
telecommunications  facilities  and  services.  As  the  Commission 
put  it: 

"The  thrust  of  applying  the  resale  structure 
*  *  *  is  to  establish  a  structure  under  which 
common  carrier  transmission  facilities  are 
offered  *  *  *  to  all  providers  of  enhanced 
services  (including  [the  dominant  carrier's] 
own  enhanced  subsidiary)  on  an  equal  basis. 

Inherent  in  the  resale  structure  is  the  fact 
that  the  separate  corporate  entity  may  not 
construct,  own,  or  operate  its  own  transmis¬ 
sion  facilities.  In  essence,  the  resale 
subsidiary  must  acquire  all  its  transmission 
capacity  from  an  underlying  carrier  pursuant 


1/In  its  Reconsideration  of  Computer  II  the  Commission  makes  clear 
that  the  parent  firm  and  its  fully  separate  subsidiary ( ies)  will 
be  permitted  to  share  personnel  recruitment  and  management. 
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to  tariff.  This  means  that  the  same  trans¬ 
mission  facilities  or  capacity  provided  the 
subsidiary  by  the  parent,  must  be  made  avail¬ 
able  to  all  enhanced  service  providers  under 
the  same  terms  and  conditions.  Requiring 
the  subsidiary  to  acquire  its  transmission 
capacity  from  other  sources  pursuant  to  tar¬ 
iff  provides  a  structural  constraint  on  the 
potential  for  abuse  of  the  parent's  market 
power  through  controlling  access  to  and  use 
of  the  underlying  transmission  facilities 
in  a  discriminatory  and  anticompetitive 
manner . 

"The  separate  subsidiary  *  *  *  also  provides  a 
structural  mechanism  for  the  separation  of  *  *  * 
regulated  and  nonregulated  activities,  thereby 
lessening  the  potential  that  the  communications 
ratepayer  will  be  subsidizing  *  *  *  unregulated 
ventures  *  *  *  the  subsidiary  may  not  provide 
basic  transmission  services  for  to  do  so  would 
subject  it  to  [title  II]  regulation  and  negate 
the  structural  separation  of  regulated  and  non¬ 
regulated  activities." 

The  Commission  went  on  to  characterize  as  "an  essential 
thrust"  of  the  Computer  II  proceeding  a  desire  to  provide  a  mech¬ 
anism  whereby  nondiscr iminatory  access  to  basic  transmission 
services  could  be  had  by  all  enhanced  service  providers.  Basic 
service,  it  pointed  out,  is  the  "building  block"  upon  which  en¬ 
hanced  services  are  constructed  and  offered.  Thus,  enhanced 
services  are  dependent  on  the  common  carrier  offering  of  basic 
transmission  services. 

We  strongly  support  retention  of  the  resale  structure  and 
strict  adherence  to  the  ban  on  construction,  ownership  and  opera¬ 
tion  of  transmission  facilities  by  deregulated  separate  subsidi¬ 
aries.  We  note,  however,  that  the  Commission  on  Reconsideration 
has  opened  the  door  to  the  possibility  of  exceptions  and  abuse. 
For  example,  the  Commission  has  said  that 

"*  *  *  the  subsidiary  is  not  precluded  from 
constructing  transmission  facilities  for  a  third 
party,  as  long  as  the  facilities  are  not  owned 
and  operated  by  the  subsidiary." 

Elsewhere,  and  of  even  greater  significance,  the  Commission  has 
provided  for  the  possibility  of  granting  a  waiver  of  the  trans¬ 
mission  facility  proscription  to  allow  the  subsidiary  to  own  or 
operate  its  own  transmission  facilities  in  the  event  it  should 
not  be  able  to  obtain  adequate  transmission  capacity  for  a  highly 
specialized  service  from  its  carrier  affiliate  or  from  another 
source. 
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As  a  number  of  parties  commented  during  the  Computer  II 
proceeding,  elimination  of  the  ownership  ban  would  frustrate  the 
basic  goal  of  the  resale  structure  which  is  to  assure  that  all 
persons  are  provided  equal  access  to  basic  transmission  facil¬ 
ities.  In  such  an  event,  the  separate  subsidiary  could  engage 
in  anticompetitive  practices  in  the  offering  of  essential 
facilities  such  as  providing  bundled  offerings,  refusing  to  in¬ 
terconnect,  or  denying  service  to  specific  competitive  entities. 
Moreover,  an  elimination  of  the  ban  would  provide  the  underlying 
carrier  with  incentives  to  overprice  essential  basic  transmission 
facilities  which  would  be  used  by  competitors  of  its  subsidiary 
but  not  by  the  subsidiary  itself.  In  contrast,  the  requirement 
that  a  separate  subsidiary  not  construct,  own,  or  operate  trans¬ 
mission  facilities  would  provide  positive  incentives  to  the  car¬ 
rier  to  maintain  sufficient  transmission  capacity  to  serve  the 
needs  of  all  users,  including  those  of  its  separated  enhanced 
services  subsidiary. 

Another  paramount  objective  which  is  served  by  retention 
of  the  ban  is  that  of  assuring  the  continued  maintenance  and 
improvement  of  the  dominant  carrier’s  basic  transmission  network. 
Through  retention  of  the  ban,  the  benefits  of  any  improvements 
introduced  into  the  carrier's  transmission  facilities  to  accom¬ 
modate  the  needs  of  its  subsidiary  would  become  available  to  all 
users  of  the  underlying  facility.  In  addition,  the  ownership 
proscription  would  provide  an  important  incentive  for  the  domin¬ 
ant  carrier  to  continue  to  improve  its  common  carrier  facilities, 
and  to  assure  an  adequate  supply  of  basic  services  compatible 
with  enhanced  service  use.  As  numerous  parties  observed  during 
the  Computer  II  reconsideration,  relaxation  or  elimination  of  the 
ownership  ban  could  lead  to  a  degradation  of  the  basic  network  by 
providing  an  incentive  for  the  dominant  firm  to  shift  its  atten¬ 
tion  to  the  construction  and  improvement  of  basic  network  facil¬ 
ities  in  the  competitive,  deregulated  subsidiary  with  the  result 
that  the  basic  network  could  become  a  least  common  denominator 
facility  that  would  be  inadequate  as  a  foundation  for  sophisti¬ 
cated  enhanced  offerings. 

The  enhanced  services  subsidiary  should  be  required,  we 
believe,  to  take  all  of  its  basic  transmission  facilities  under 
nonpreferential  tariffs  which  are  available  equally  to  competing 
enhanced  service  providers.  A  firm  line  must  be  drawn  in  pre¬ 
serving  the  basic/enhanced  service  distinction  to  ensure  the  con¬ 
tinued  quality  and  availability  of  the  underlying  basic  services 
and  to  prevent  a  circumvention  of  the  competitive  safeguards 
which  the  separate  subsidiary  arrangement  is  intended  to  provide. 
Such  safeguards  would,  we  believe,  be  compromised  if  either  en¬ 
hanced  services  were  permitted  to  be  offered  in  the  basic  network 
or  if  the  enhanced  services  separate  subsidiary  were  permitted  to 
construct,  own,  and  operate  transmission  facilities  of  its  own. 

We  believe  that  a  need  for  the  exceptions  provided  for  in 
the  Commission's  Reconsideration  of  Computer  II  has  not  been 
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established  and,  moreover,  that  they  carry  the  grave  risk  of  un¬ 
dermining  the  safeguards  which  the  Commission  itself  has  declared 
to  be  essential  for  promoting  and  protecting  competition.  With 
respect  to  the  granting  of  waivers  for  ownership  of  transmission 
facilities  by  the  separate  subsidiary,  for  example,  the  Commission 
itself  has  said: 

"As  to  those  contentions  that  the  subsidiary  must 
be  able  to  construct  its  own  transmission  facilities 
if  suitable  facilities  are  not  available,  we  would 
merely  note  that  under  this  structure  [i.e.,  resale 
structure]  meeting  the  transmission  needs  of  con¬ 
sumers  and  enhanced  service  vendors  is  the  respon¬ 
sibility  of  the  communications  common  carrier,  not 
the  enhanced  service  provider.  The  parent  or  car¬ 
rier  affiliated  with  the  subsidiary  has  the  option 
of  seeking  appropriate  authorization  to  construct 
the  requisite  facilities.  Indeed,  the  resale  struc¬ 
ture  imposed  here  is  premised  upon  the  hope  that 
it  would  encourage  underlying  carriers  to  have 
sufficient  capacity,  appropriately  configured,  to 
meet  the  needs  of  enhanced  service  firms  without 
requiring  our  intervention  *  *  *." 

Financing  and  capitalization 
of  separate  subsidiaries  ~ 

In  the  Final  Decision  in  Computer  II  the  Commission  stated 
that  one  effective  means  of  "deflecting"  incentives  to  engage  in 
anticompetitive  conduct  and  to  provide  protection  to  the  communi¬ 
cations  ratepayer  is  to  require  the  infusion  of  some  independent 
equity  financing  for  the  deregulated,  separate  subsidiary.  Such 
a  requirement,  the  Commission  pointed  out,  would  also  invoke  the 
additional  safeguards  afforded  by  the  disclosure  and  other  re¬ 
quirements  of  the  Nation's  securities  laws.  1/ 

A  requirement  of  outside  equity  participation  is  not  without 
precedent  in  the  Commission's  regulatory  proceedings.  For  ex¬ 
ample,  in  1975,  in  connection  with  what  was  to  become  the  Satel¬ 
lite  Business  Systems  venture  launched  by  International  Business 
Machines  Corp.,  the  Communications  Satellite  Corp.,  and  Aetna 
Casualty  and  Surety  Co.,  FCC  required  a  minority  financial  par¬ 
ticipation  by  a  third  party.  The  purpose  of  this  requirement  was 
to  act  on  the  competitive  incentives  of  the  major  participants  in 
the  venture.  Specifically,  the  Commission  was  concerned  that 
International  Business  Machines  and  the  Communications  Satellite 


1/The  organization,  financing,  and  operations  of  separate  sub¬ 
sidiaries  would  be  subjected  to  greater  public  visibility  and 
scrutiny  as  a  result  of  a  requirement  of  outside  equity  partic¬ 
ipation  because  such  financing  arrangements  would  subject  the 
subsidiary  to  Securities  and  Exchange  Commission  securities  and 
disclosure  regulation. 


Cotp.,  because  of  their  significant  business  ties  with  AT&T, 
might  have  reasons  to  limit  or  restrain  their  joint  venture's 
competition  with  AT&T  and  other  carriers  in  the  specialized  ser¬ 
vice  market.  It  was  felt  that  participation  of  another  partner, 
not  having  such  business  ties,  would  alleviate  concerns  regarding 
the  new  venture's  competitive  posture  and  zeal  and  influence  it 
toward  pursuing  PCC's  policy  objective  that  all  domestic  satel¬ 
lite  systems  be  competitive  to  the  greatest  extent  possible  with 
AT&T  and  other  carriers  in  the  specialized  service  marketplace.  1/ 

Notwithstanding  its  recognition  of  the  potential  benefits  of 
independent  equity  participation,  the  Commission  determined  not 
to  impose  such  a  requirement  as  one  of  the  initial,  basic  Computer 
II  conditions.  The  Commission  observed  in  the  final  decision  that 
the  corporate  and  regulatory  implications  of  outside  financing  had 
not  been  addressed  in  any  significant  detail  during  the  Computer 
II  proceeding  and  asserted  that  there  was  a  need  for  further  ex¬ 
ploration  of  the  underlying  issues.  The  Commission  expressed  the 
view  that  it  would  be  appropriate  to  wait  until  carriers  subject 
to  the  separate  subsidiary  requirement  (only  AT&T  as  a  result  of 
reconsideration)  had  submitted  their  separate  subsidiary  capital¬ 
ization  plans  for  Commission  approval  before  deciding  what  further 
action,  if  any,  was  warranted  in  this  area. 

Because  of  the  potential  benefits  to  be  gained  through  a  re¬ 
quirement  of  outside  equity  participation,  we  believe  that  this 
matter  should  receive  the  fullest  and  most  careful  consideration 
by  FCC  in  connection  with  its  intended  review  of  the  proposed 
structuring  and  capitalization  of  separate  subsidiar ies.  At  the 
same  time,  there  should  be  ample  opportunity  for  the  public  to 
participate  in  this  important  undertaking  which,  in  addition  to 
the  question  of  outside  financing,  should  deal  with  all  aspects 
of  the  continuing  financial  relationship  which  will  exist  between 
the  parent  firm  and  its  separated  affiliates.  Among  the  issues 
which  need  to  be  addressed  are  such  questions  as  financing  "cost" 
advantages  of  separate  subsidiaries  (the  ability  of  a  separate 
subsidiary  to  obtain  financing  in  the  capital  markets  at  a  lower 
cost  than  its  competitors  on  the  strength  of  the  parent  firm's 
credit  rating),  allocation  of  internally  generated  funds  between 
regulated  and  unregulated  activities  (questions  relating  to  appro¬ 
priate  limitations  on  the  amount  and  duration  of  capital  infusions 
to  the  competitive  subsidiaries  from  the  parent  firm's  monopoly 
earnings),  and  absorption  of  operating  losses  of  separate  sub¬ 
sidiaries  by  the  parent  should  be  explored. 

The  benefits  of  an  independent  equity  participation  require¬ 
ment  derive  primarily,  in  our  view,  from  the  salutary  impact 
which  it  could  have  on  the  incentives  of  a  stand-alone  separate 
subsidiary  and  from  its  contribution  to  facilitating  regulatory 
oversight  tasks  of  the  Commission.  The  added  visibility  which 


1/CML  Decision,  51  FCC  2d  14(1975). 
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securities  law  disclosure  requirements  would  impose  on  separate 
subsidiaries  with  publicly  held  securities,  (disclosure  of  finan¬ 
cial  and  operating  information  (15  U.S.C.  Chapter  2A)),  coupled 
with  securities  market  evaluations  of  the  potential  and  actual 
performance  of  the  separate  subsidiaries  with  publicly  held 
securities,  would  facilitiate  FCC's  as  well  as  competitors'  mon¬ 
itoring  of  the  separate  subsidiaries'  market  conduct  and  provide 
needed  benchmarks  for  measurement  of  competitive  performance  of 
fully  separated  entities. 

STRUCTURAL  SEPARATION  OF 
INTEREXCHANGE  AND  LOCAL 
EXCHANGE  AS  A  MEANS  OF 
RESOLVING  PROBLEMS  OF 
ACCESS  AND  INTERCONNECTION 

FCC's  Computer  II  Decision  provided  for  the  creation  of  fully 
separated  subsidiaries  only  for  dominant  carrier  offerings  of  en¬ 
hanced  services  and  customer  premises  equipment.  It  did  not  pro¬ 
vide  for  additional  structural  separation  in  other  areas  of  the 
carrier's  operations,  even  though  the  Commission's  broad  concern 
with  promoting  beneficial  competition  in  the  domestic  common  car¬ 
rier  industry,  as  well  as  preventing  anticompetitive  abuses,  might 
well  have  led  it  to  consider  where  additional  separation  and  other 
competitive  safeguards  might  be  desirable.  One  area  in  which  we 
and  a  number  of  other  parties,  including  present  and  former  FCC 
senior  staff,  believe  additional  structural  separation  could  be 
beneficial  has  to  do  with  separation  of  a  carrier's  long-distance 
(interexchange)  transmission  activities  from  its  local  exchange 
(intraexchange)  operations.  Structural  separation  and  associated 
competitive  safeguards  could  do  much  to  prevent  cross-subsidy  and 
other  anticompetitive  abuse  and  ensure  fair  and  equitable  treat¬ 
ment  in  matters  of  access  and  interconnection. 

Incentives  of  a  dominant 
carrier  possessing  control 
over  local  bottleneck  facilities 


A  dominant  common  carrier  which  also  possesses  substantial 
ownership  and  control  of  local  distribution  facilities  (the  local 
exchange  loop)  has  the  incentive  and  the  opportunity  to  abuse  its 
market  power  and  act  anticompetitively  in  matters  of  access  and 
interconnection  to  these  facilities.  When  a  firm  is  both  a  bot¬ 
tleneck  local  exchange  monopolist  1/  and  a  participant  in  other 


1/Local  exchange  service  is  a  de  facto  monopoly.  AT&T,  the 
dominant  firm  as  defined  by  FCC,  owns  or  controls  23  operating 
companies  which  provide  the  bulk,  over  84  percent,  of  local 
exchange  services  in  this  country.  Bottleneck  refers  to  the 
fact  that  most  entrants  into  the  terminal  equipment,  interex¬ 
change  and  enhanced  services  markets  will  have  to  deal — for  the 
foreseeable  future  at  least — with  local  exchange  monopolists  to 
offer  service.  The  local  exchange  firms,  in  other  words,  have 
control  over  a  bottleneck  point  in  the  other  markets. 


markets  (particularly  interexchange  transmission  services),  two 
problems  arise.  The  first  is  assuring  the  provision  of  non- 
discr iminatory  physical  access  to  the  local  exchange  facilities 
to  nonintegrated  competitive  common  carriers  which  are  entirely 
dependent  on  such  access  to  be  able  to  reach  their  customers. 

The  second  is  establishing  a  fair  and  equitable  price  for  such 
access. 

Chapter  8  deals  in  detail  with  the  many  problems  which  have 
been  encountered  in  attempting  to  assure  nondiscr iminatory 
access/interconnection  under  a  policy  of  promoting  competition 
in  what  is  still  a  highly  concentrated  industry.  The  problems  of 
assuring  nondiscr iminatory  interconnection  of  interexchange  car¬ 
riers  to  the  local  loop  and  guaranteeing  that  the  prices  charged 
for  such  interconnection  are  appropriate  will  have  to  be  resolved 
if  competition  is  to  be  full,  fair,  and  effective. 

A  policy  of  maximal  separation,  in  our  view,  should  expli¬ 
citly  recognize  the  incentives  and  opportunities  for  a  dominant 
carrier  to  discriminate  in  matters  of  access  to  local  exchange 
bottleneck  facilities  and  should  provide  for  structural  safeguards 
to  limit  the  potential  for  anticompetitive  abuse.  Such  safeguards 
would  be  aimed  primarily  at  reducing  the  ability  of  local  operat¬ 
ing  affiliates  of  the  dominant  carrier  to  discriminate  against 
competitors  in  matters  of  access  charges  and  physical  intercon¬ 
nection  to  the  local  loop. 

One  frequently  suggested  approach  would  require  that  a 
dominant  carrier's  interexchange  transmission  operations  and 
facilities  be  separated  from  its  purely  local  (intraexchange) 
operations.  Applying  the  rationale  of  maximal  separation,  this 
approach  would  involve  creating  a  separate  subsidiary  for 
interexchar ie  service  with  the  pertinent  conditions  and  competi¬ 
tive  safeguards.  Such  a  separate  subsidiary  arrangement  would 
provide  the  enhanced  visibility  which  FCC  needs  to  detect,  and 
hopefully  deter,  unfair  discrimination  in  matters  of  access 
charges  and  physical  interconnection.  By  minimizing  (if  not 
totally  eliminating)  the  problems  posed  by  shared  plant,  equip¬ 
ment,  and  personnel  and  by  requiring  the  dominant  carrier  to 
deal  with  itself  on  an  arm's  length  basis  at  the  connection 
between  local  service  and  other  markets,  the  separate  subsidiairy 
device  can  offer  greater  assurance  that  the  same  access  price  is 
paid  by  all  market  participants  and  can  facilitate  FCC's  task  of 
guarding  against  anticompetitive  interconnection  practices. 

As  in  other  areas  where  separate  subsidiaries  are  used 
to  deal  with  problems  posed  by  corporate  incentives,  requirements 
of  structral  separation  and  arm's  length  dealing  will  not  in 
themselves  completely  eliminate  the  problems  associated  with 
interconnection  with  bottleneck  local  exchange  facilities.  Ul¬ 
timately,  such  requirements,  since  they  do  not  act  directly  on 
the  incentives  of  the  dominant  firm,  are  only  as  good  as  the 
regulatory  scrutiny  and  enforcement  tools  available  to  ensure 
compliance  with  them.  It  would  be  necessary,  we  believe,  for 
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FCC  to  continue  its  title  II  regulation,  to  (1)  monitor  industry 
practices  regarding  interconnection,  (2)  act  promptly  in  handling 
complaints  of  abuses,  and  (3)  take  appropriate  action  to  penalize 
violations  of  its  rules  and  requirements. 

conclusions 


Technological  advances,  along  with  FCC  and  judicial  deci¬ 
sions,  have  given  rise  in  recent  years  to  steadily  increasing 
competition  in  the  domestic  telecommunications  industry.  The 
growth  of  competition  and  the  often  noted  convergence  of  com¬ 
munications  and  data  processing  technologies  have  created  a  need 
for  a  coherent  and  comprehensive  approach  to  the  problem  of  pro¬ 
moting  and  protecting  emerging  competition  in  an  industry  still 
characterized  by  the  existence  of  substantial  monopoly  power. 
Among  the  proposals  for  dealing  with  this  problem — including 
confinement  of  dominant  carriers  to  provision  of  basic  telecom¬ 
munications  services,  forced  spinoffs  (divestiture)  to  elimin¬ 
ate  the  sources  of  monopoly  power,  and  use  of  fully  separated 
subsidiaries  for  the  offering  of  competitive  equipment  and 
services — the  separate  subsidiary  approach  seems  to  have  found 
greatest  favor  among  regulators  and  policymakers.  It  is  the  ap¬ 
proach  which  FCC  has  proposed  in  its  protracted  and  recently 
completed  Second  Computer  Inquiry. 

The  most  distinguishing  feature  of  the  separate  subsidiary 
approach  is  that  it  does  not  directly  affect  or  significantly 
alter  the  incentives  of  a  firm  possessing  monopoly  power  to  abuse 
that  power  for  anticompetitive  ends.  Instead  of  spinning  off 
operational  segments  of  the  dominant  firm  in  such  a  way  as  to 
reduce  or  eliminate  monopoly  power  (and,  thereby,  the  incentives 
to  behave  anticompetitively) ,  the  separate  subsidiary  approach 
attempts  to  identify  and  illuminate  the  opportunities  for  abuse 
of  monopoly  power  and  through  imposition  of  structural  separa¬ 
tion,  accounting,  and  other  requirements  reduce  the  ability  of 
the  firm  to  behave  in  an  anticompetitive  manner  or  to  do  so  with¬ 
out  detection. 

Separate  subsidiaries  aim  at  reducing  the  potential  for 
cross-subsidy  and  other  forms  of  anticompetitive  behavior  by 
minimizing  the  amount  of  joint  and  common  costs,  by  giving  visi¬ 
bility  to  intracorporate  transactions  through  requirements  of 
separate  books  of  account  for  monopoly  and  competitive  entities 
and  through  requirements  of  fully  cost  compensatory  transfer 
pricing  and  arm's  length  dealings  between  corporate  affiliates. 
Use  of  the  separate  subsidiary  approach  implies  continued  reli¬ 
ance  on  regulatory  scrutiny  and,  when  necessary,  regulatory 
intervention. 

Increasing  the  visibility  of  intracorporate  transactions 
and  illuminating  the  opportunities  for  cross-subsidy,  predatory 
pricing  and  other  forms  of  abuse  presumes  that  someone  will  be 
monitoring  what  takes  place.  That  someone  is,  logically,  the 
FCC.  In  this  sense,  then,  the  separate  subsidiary  approach  is 
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properly  viewed  as  an  alternative  regulatory  approach,  an  al¬ 
ternative  to  traditional  title  Il-type  regulation  where  it  is 
deemed  that  technological  and  market  conditions  as  well  as 
public  interest  considerations  call  for  something  other  than 
detailed  price/earnings  regulation. 

Because  of  the  inherent  limitations  of  the  separate  subsidi¬ 
ary  approach,  that  is,  its  inability  to  act  fundamentally  on  cor¬ 
porate  incentives  and  its  reliance  on  separation  requirements, 
accounting,  disclosure,  and  behavioral  proscriptions  to  forestall 
anticompetitive  abuses,  the  effectiveness  of  the  approach  will 
depend  primarily  on  the  nature  and  stringency  of  the  structural 
separation  conditions  and  competitive  safeguards  which  are  im¬ 
posed  as  well  as  on  the  quality  of  their  implementation  and  en¬ 
forcement.  It  is  with  these  considerations  in  mind  that  we  have 
reviewed  the  directives  made  by  FCC  in  its  Computer  II  proceeding, 
and  it  is  on  these  grounds  that  we  have  found  them  wanting  as  a 
means  of  preventing  anticompetitive  abuse  of  monopoly  power  and 
of  promoting  the  continued  development  of  competition. 

The  separate  subsidiary  approach  adopted  by  the  Commission 
does  not  go  far  enough,  in  our  view,  in  providing  for  organiza¬ 
tional  restructuring  and  separation  of  the  activities  of  the 
dominant  carrier.  By  allowing  the  dominant  carrier  the  option  of 
creating  a  single  conglomerate  subsidiary,  offering  both  enhanced 
services  and  competitive  terminal  equipment,  the  Commission,  we 
feel,  is  setting  the  stage  for  the  creation  of  a  huge  deregulated 
entity  that  would  be  endowed  from  the  moment  of  its  creation  with 
substantial  market  dominance,  as  well  as  a  significant  potential 
for  internal  cross-subsidy  and  a  host  of  other  anticompetitive 
actions.  By  the  same  token,  by  refraining  from  imposing  struc¬ 
tural  separation  in  such  vitally  important  areas  as  manufacturing 
and  applied  research  and  development,  the  Commission  has  left  a 
considerable  potential  for  cross-subsidy  and  improper  sharing 
of  inside  information  and  has  rendered  its  own  regulatory  tasks 
(to  detect  and  prevent  anticompetitive  actions)  immeasurably  more 
difficult. 

In  every  area  where  a  significant  potential  for  anticompeti¬ 
tive  action  exists  and  where  the  Commission  has  opted  for  minimal 
or  no  separation  in  preference  to  maximal  separation  which  aims 
at  reducing  to  the  absolute  minimum  joint  and  common  costs  and 
other  potentials  for  anticompetitive  abuse,  we  believe  the  Com¬ 
mission  needs  to  reconsider  its  approach  and  to  impose  the  types 
of  separation,  conditions,  and  safeguards  which  will  more  as¬ 
suredly  protect  and  promote  competition  and  render  more  feasible 
and  effective  its  regulatory  oversight  responsibilities. 

Finally,  we  believe  that  the  Commission  has  moved  too  quickly 
toward  implementating  the  separate  subsidiary  regulatory  scheme, 
before  many  of  the  essential  methodological  and  enforcement  tools 
have  been  fully  developed  and  before  undertaking  a  systematic  and 
thorough  assessment  of  what  will  be  required — in  the  way  of  re¬ 
sources,  staffing,  functional  organization — to  give  the  approach 
credibility  and  a  realistic  chance  of  success.  The  Commission, 
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we  believe,  has  not  taken  sufficiently  into  account  either  the 
resource  implications  of  the  approach  it  has  chosen  or  the  funda¬ 
mental  prerequisites  for  successful  implementation  of  the  separate 
subsidiary  deregulatory  scheme. 

It  has  not  made  adequate  provision,  in  our  view,  for  expedi¬ 
tious  and  timely  resolution  of  a  large  number  of  issues  which  are 
crucial  to  the  feasibility  and  workability  of  its  chosen  regula¬ 
tory  strategy.  These  open  questions  and  unresolved  issues  include 
development  of  costing  principles  and  an  appropriate  costing  meth¬ 
odology  (ch.  4),  a  Uniform  System  of  Accounts  appropriate  for 
determining  cost  of  service  and  equipment  offerings  and  verifying 
the  cost  compensatory  nature  of  intracorporate  transactions 
(ch.  5),  and  depreciation  issues,  questions  concerning  deregula¬ 
tion  of  customer  premises  equipment  (ch.  7),  and  questions  re¬ 
garding  the  appropriate  form  of  capitalization  and  financing  of 
separate  subsidiaries. 

At  the  same  time,  the  Commission  has  given  virtually  no 
attention  to  the  resource  and  organizational  requirements  implicit 
in  the  implementation  and  enforcement  of  the  separate  subsidiary 
regulatory  scheme.  This  includes  needs  regarding  the  size  and 
organization  of  staff;  the  specific  analytical,  monitoring, 
enforcement,  and  other  functions  that  will  need  to  be  performed; 
the  mix  of  skills,  experience,  and  training  that  will  be  required; 
and  the  types  of  support  systems  and  facilities  (e.g.,  record  and 
report  filings  and  electronic  data  processing  equipment)  which 
will  be  needed  to  carry  out  and  facilitate  the  Commission's  regu¬ 
latory  tasks.  As  a  result,  it  is  unlikely  that  the  Commission 
will  be  able  to  proceed  according  to  its  present  schedule  to  im¬ 
plement  the  separate  subsidiary  approach  by  March  1,  1982.  We 
believe  implementation  should  not  begin  until  the  Commission  is 
fully  prepared  and  equipped  to  ensure  the  efficacy  of  separate 
subsidiaries  as  a  device  for  promoting  competition  and  protecting 
against  the  abuse  of  market  power.  At  the  same  time,  (see  p.  125) 
the  Commission  should  be  mindful  of  the  need  to  preserve  the  boun¬ 
daries  it  has  established  between  basic  and  enhanced  services. 

Looking  beyond  Computer  II  and  its  somewhat  narrow  focus  on 
dominant  carrier-provided  enhanced  services  and  customer  premises 
equipment,  we  believe  that  the  Commission  needs  to  examine  how 
its  procompetitive  objectives  might  be  further  advanced  through 
broadened  application  of  the  principle  of  maximal  separation. 

One  area  in  which  additional  structural  separation  might  yield 
significant  competitive  benefits  involves  distinct  separation 
of  a  carrier's  interexchange  transmission  facilities  and  activi¬ 
ties  from  its  local  exchange  operations.  FCC  has  not  to  date, 
either  in  Computer  II  or  in  other  proceedings,  evaluated  the  cost 
and  benefits  of  structural  separation  as  a  means  to  reduce  or 
eliminate  the  incentives  and  opportunities  for  the  bottleneck 
local  exchange  monopolist,  who  is  also  a  major  supplier  of  basic 
interexchange  transmission  services,  to  abuse  its  market  power 
to  the  detriment  of  competitors  and  communications  consumers  who 
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benefit  from  competition.  As  a  result,  the  Commission  has  over¬ 
looked  an  important  area  of  anticompetitive  abuse — one  which  is 
directly  relevant  to  the  ability  of  competitive  suppliers  of 
enhanced  services  to  reach  their  potential  customers — and  has 
thereby  rendered  more  difficult  its  task  of  preventing  cross¬ 
subsidy  as  well  as  price  and  nonprice  discrimination  in  matters 
of  access  and  interconnection  to  bottleneck  local  exchange 
facilities. 

RECOMMENDATIONS  TO  THE  CHAIRMAN,  FCC 

We  recommend  that  the  Commission,  as  part  of  implementing  any 
deregulatory  scheme  for  enhanced  service  and  customer  premises 
equipment  offerings  based  on  the  use  of  fully  separated  subsid- 
iar ies: 

— Resolve  outstanding  costing,  accounting,  and  depreciation 
issues  which  must  be  implemented  prior  to  establishing 
separate  subsidiaries. 

— Assemble,  organize,  and  train  a  staff  for  the  essential 
tasks  of  monitoring,  auditing,  and  enforcing  compliance 
with  its  structural  separation  requirements  and  associated 
conditions. 

— Give  full  and  careful  consideration  to  the  potential  bene¬ 
fits  to  be  gained  through  a  requirement  of  outside  equity 
participation  in  separate  subsidiaries  and  prescribe  ap¬ 
propriate  capitalization  and  financing  arrangements  for 
the  separate  subsidiaries. 

We  further  recommend  that  the  Commission,  in  using  the 
separate  subsidiary  device  for  enhanced  services  and  customer 
premises  equipment,  adopt  an  approach  which  more  closely  approxi¬ 
mates  true  maximal  separation.  This  implies: 

— Separate  directors,  officers,  and  operating  personnel  for 
the  separate  subsidiaries. 

— Separate  books  of  accounts,  records  and  reports  maintained 
in  appropriately  detailed  and  fully  auditable  form  for  FCC 
review. 

— Separate  physical  facilities  and  space. 

— Appropriate  restrictions  on  the  rotation  of  officers  and 
operating  personnel  among  corporate  entities  (fashioned 
to  take  into  account  and  to  preclude  the  most  significant 
potentials  for  anticompetitive  abuse). 

— Separate  subsidiaries  performing  for  themselves  the  bulk 
of  basic  operating  functions  such  as  marketing,  advertis¬ 
ing,  applied  research  and  development,  procurement  and 
manufacturing . 
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— Administrative  services  provided  by  the  parent  (or 
other  corporate  affiliate)  to  the  separate  subsid¬ 
iaries  on  a  fully  cost  compensatory,  fully  auditable 
basis. 

In  addition,  in  place  of  a  single  conglomerate  subsidiary  for 
all  of  the  dominant  carrier's  deregulated  enhanced  service  and 
customer  premises  equipment  offerings,  we  recommend  that  the  Com¬ 
mission,  in  the  context  of  its  intended  review  of  subsidiary 
capitalization  plans,  include  an  assessment  of  requiring  the 
dominant  firm  to  establish  multiple,  fully  separated  subsidiaries. 
One  possibility  would  be  a  requirement  for  separate,  stand-alone, 
subsidiaries  for  both  enhanced  services  and  customer  premises 
equipment. 

Looking  beyond  the  limited  concerns  of  Computer  II,  we  fur¬ 
ther  recommend  the  Commission  initiate  a  proceeding  to  evaluate 
the  need  for  structural  separation  of  a  dominant  carrier's  inter¬ 
exchange  facilities  and  activities  from  its  purely  intraexchange 
operations. 


CHAPTER  7 


DEPRECIATION  RATE  SETTING  AND  ITS 
IMPLICATIONS  IN  A  MORE  COMPETITIVE  ENVIRONMENT 

FCC's  review  of  depreciable  assets  in  prescribing  deprecia¬ 
tion  rates  is  an  important  regulatory  tool.  Depreciation  charges 
are  a  large  part  of  a  carrier's  expenses  and  are  a  major  factor 
in  determining  the  carrier's  rate  base,  both  of  which  affect  the 
overall  revenue  requirement. 

During  19 80  and  1981  FCC  made  changes  to  its  methods  and 
practices  for  setting  depreciation  rates.  These  have  been  large¬ 
ly  in  response  to  the  rapid  change  in  technology  and  are  reflec¬ 
tive  of  FCC's  overall  thrust  for  a  more  competitive  environment. 
These  changes  along  with  interrelated  issues  directly  affect 
competitive  development  and  the  efficiency  of  future  regulatory 
oversight. 

These  issues,  involving  the  determination  of  depreciation 
reserves  by  plant  account,  the  recovery  of  reserve  deficiencies, 
and  the  valuation  of  assets,  must  be  resolved,  we  believe,  before 
FCC  proceeds  in  using  the  separate  subsidiary  device  described 
in  chapter  6.  We  also  believe  that  FCC's  program  for  prescribing 
depreciation  rates  must  continue  but  in  a  manner  which  provides 
for  active  and  thorough  review  by  the  Commmission  and  participa¬ 
tion  by  the  State  regulatory  commissions. 

ACCOUNTING  FOR  DEPRECIABLE  ASSETS 


The  concept  of  matching  expenses  with  the  period  in  which 
they  result  in  revenues  is  a  central  principle  of  accounting 
theory.  Depreciation  accounting,  as  generally  recognized  in  ac¬ 
counting  literature,  attempts  to  recover  invested  capital  at  a 
rate  which  is  consistent  with  the  rate  at  which  the  assets  are 
consumed.  Thus,  the  rate  of  depreciation  should  correspond  to 
the  expiration  of  an  asset's  service  value  and  the  depreciation 
expense  should  be  assigned  to  each  accounting  period  in  which  the 
asset  provides  a  service.  In  determining  the  rate  of  deprecia¬ 
tion,  estimating  an  asset's  probable  service  life  and  the  method 
or  procedure  by  which  the  service  value  of  property  is  allocated 
to  operating  expenses  are  crucial  points. 

Service  life  estimation 


Probable  service  life  estimation  for  telecommunications  plant 
is  influenced  by  many  factors  including:  (1)  physical  factors 
such  as  wear  and  tear,  actions  of  the  elements  or  deterioration 
and  (2)  functional  factors  such  as  inadequacy,  obsolescence, 
changes  in  the  art,  changes  in  demand,  and  requirements  of  public 
authorities.  Mortality  data,  a  history  of  past  service  lives 
and  recent  life  trends  of  like  or  similar  plant,  is  the  founda¬ 
tion  of  FCC's  life  estimation  process.  Depreciation  engineers 
by  studying  the  patterns  of  asset  survivorship  calculate  for 
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each  group  of  telephone  plant  within  a  particular  plant  account 
what  the  average  realized  life  of  the  investment  has  been.  The 
past  experiences  when  combined  with  future  expectations  provides 
an  estimated  average  life.  Telephone  plant  accounts  consist  of 
many  vintage  groups  1/  and  when  the  result  for  each  vintage  is 
weighted,  an  estimated  average  service  life  is  determined  for  the 
entire  plant  account. 

If  the  estimated  service  lives  are  longer  than  what  might  be 
actually  experienced,  then  the  asset's  life  may  expire  before  all 
costs  are  recovered.  Estimating  shorter  lives  than  actually  ex¬ 
perienced  will  overstate  expenses  and  revenue  requirements.  In 
either  case  costs  have  not  been  spread  evenly  over  time,  thereby 
burdening  future  customers  if  estimates  are  too  long  and  existing 
customers  if  too  short. 

There  may  be  an  incentive  for  the  regulator  to  require  longer 
service  lives  to  spread  the  depreciation  expense  over  longer 
periods  of  time  thereby  keeping  rates  low.  Similarly  a  regulated 
monopoly  carrier  might  be  willing  to  spread  his  cost  over  longer 
periods  of  time  to  keep  rates  low,  knowing  that  cost  recovery  is 
not  denied  but  extended  with  the  asset  remaining  in  the  rate  base 
earning  a  return.  Likewise,  a  regulated  carrier  with  a  large 
monopoly  service,  when  faced  with  competition  may  also  have  an 
incentive  to  spread  costs  over  longer  periods  of  time  to  keep  or 
acquire  a  competitive  edge.  If  such  is  the  case,  then  future 
customers  will  bear  the  cost. 

Allocation  method 


In  allocating  a  part  of  the  net  cost  of  an  asset  2/  to 
operating  expenses  over  its  service  life,  generally  accepted 
accounting  principles  require  the  distribution  to  be  in  a  sys¬ 
tematic  and  rational  manner.  While  this  allows  for  a  variety  of 
methods,  the  straight  line  method  has  been  required  by  FCC  for 
domestic  telecommunications  common  carriers.  This  method  assigns 
a  uniform  amount  of  the  depreciable  base  to  each  period  of  the 
asset's  estimated  life.  The  straight  line  method  of  depreciation 
using  vintage  groups  to  determine  depreciation  rates  was  the  only 
method  allowed  until  November  6,  1980,  when  FCC  allowed  the 
straight  line  equal  life  group  method. 

The  straight  line  equal  life  group  (ELG)  method  divides 
each  vintage  group  into  similar  groups,  which  are  expected  to  have 


1/A  vintage  or  vintage  group  is  that  plant  placed  in  service 
in  a  particular  year.  Telephone  poles  placed  in  service 
in  1956  would  be  a  vintage  group. 

2/Net  cost  of  an  asset  is  referred  to  by  FCC's  rules  as  the 
service  value  and  defined  as  original  cost  of  the  asset, 
less  any  salvage  and  plus  the  cost  of  removal. 


the  same  life.  It  is  not  possible  to  identify  individual  plant 
units  with  a  given  life,  but  it  is  possible  through  statistical 
estimation  to  establish  the  number  of  units  or  dollars  of  plant 
in  each  equal  life  group  provided  adequate  mortality  data  is  ac¬ 
cumulated.  FCC  anticipates  that  this  method  will  result  in  an 
increase  to  the  ratepayer  through  higher  depreciation  expenses 
but  in  turn  will  provide  a  faster  recovery  of  capital  for  the 
carriers.  1/ 

FCC  in  adopting  ELG  allowed  the  carriers  to  change  from  a 
whole  life  approach  to  remaining  life  when  restudsing  asset  lives 
of  embedded  plant.  Using  the  whole  life  method,  if  the  antici¬ 
pated  lifespan  of  a  $10,000  investment  was  10  years  (10  percent 
depreciation  rate  over  the  life  of  the  investment  assuming  zero 
net  salvage)  and  after  5  years  you  restudy  the  surviving  plant 
and  determine  the  investment  will  have  only  a  remaining  life  of 
3  years,  then  the  new  rate  would  be  based  on  the  whole  life  of  8 
years  or  12.5  percent.  Having  already  charged  a  10-percent  rate 
over  5  years,  50  percent  has  been  charged  off,  but  the  remaining 
3  years  will  be  at  a  rate  of  12.5  percent  or  only  an  additional 
37.5  percent  will  be  charged,  thereby  creating  a  depreciation 
shortfall  of  12.5  percent  (100  percent  -  (50  percent  +  37.5  per¬ 
cent)).  Using  the  remaining  life  approach,  the  remaining  50 
percent  of  the  surviving  plant  would  be  charged  off  over  the 
average  remaining  life  of  3  years  at  a  rate  of  16-2/3  percent. 

FCC  used  the  whole  life  method  in  the  past  because  (1)  cur¬ 
rent  and  future  customers  were  only  charged  with  the  portion  of 
asset  costs  that  they  would  have  been  charged  with  if  the  pre¬ 
vious  life  predictions  had  been  correct  (in  the  example  12.5 
percent  rather  than  16-2/3  percent)  and  (2)  large  groups  of  plant 
are  involved  in  which  errors  which  underestimate  the  asset  lives 
should  balance  those  which  overestimated  lives. 

Plant  accounts 


FCC's  rules  for  telephone  common  carriers  (47  CFR  31.02-82) 
established  the  following  classes  of  depreciable  telephone  plant: 
buildings,  central  office  equipment,  station  apparatus,  station 
connections,  large  private  branch  exchanges,  pole  lines, 
aerial  cable,  underground  cable,  buried  cable,  submarine  cable, 
aerial  wire,  underground  conduit,  furniture  and  office  equipment, 
and  vehicles  and  other  work  equipment.  2/  Each  account  repre¬ 
sents  the  cummulative  plant  acquired  without  making  distinction 
as  to  vintage. 


1/A  explanation  of  ELG  and  its  adoption  by  FCC  is  discussed 
on  page  143. 

2/Examples  of  items  included  in  each  plant  account  are  shown  in 
appendix  X. 


Because  of  the  large  volume  of  plant  and  investment  required 
for  each  telephone  plant  account  FCC  requires  a  detailed  elabora¬ 
tion  for  each  referred  to  as  continuing  property  records.  These 
records  show  the  portion  of  the  total  plant  cost  associated  with 
each  unit  or  aggregate  of  similar  units  of  property.  FCC  requires 
the  records  to  contain  such  detailed  description  and  classifica¬ 
tion  of  property  record  units  to  permit  their  ready  identifica¬ 
tion  and  verification.  The  following  objectives  are  established 
by  FCC  for  maintaining  the  property  records: 

— An  inventory  of  property  record  units  which  may  be 
readily  spot  checked  for  proof  of  physical  existence. 

— The  association  of  costs  with  such  property  record 
units  to  assure  accurate  accounting  retirements. 

— The  determination  of  dates  of  installation  and 
removal  of  plant  retired  to  provide  data  for  use 
in  connection  with  depreciation  mortality  studies. 

Depreciation  reserve 

The  monthly  and  annual  provisions  for  depreciation  expense 
(that  portion  of  the  cost  of  depreciable  assets  recovered  over 
the  life  of  the  asset)  are  charged  to  depreciation  expense,  an 
income  statement  account,  and  credited  to  reserve  for  deprecia¬ 
tion,  an  account  on  the  asset  side  of  the  balance  sheet  shown  as 
a  deduction  from  depreciable  plant.  The  balance  of  the  reserve 
account  represents  the  accumulated  depreciation  credit  to  the 
account  (accruals  based  on  charges  over  time  to  the  depreciation 
expense)  and  credits  based  on  gross  salvage  less  the  accumulated 
charges  to  the  depreciation  reserve  for  property  which  has  been 
retired  and  charges  for  the  cost  of  removing  the  retired  plant 
from  service.  Thus  the  cost  reflected  in  the  depreciable  plant 
account  when  offset  by  the  reserve  account  represents  the  balance 
of  the  cost  of  the  asset  which  has  not  been  charged  against 
revenue  at  the  end  of  a  given  accounting  period. 

Although  the  purpose  of  depreciation  accounting  is  to  pro¬ 
tect  the  integrity  of  invested  capital  by  charging  a  portion  of 
the  cost  of  depreciable  assets  over  time  to  operating  expenses, 
depreciation  accounting  is  not  intended  to  finance  replacements. 

In  this  regard,  the  depreciation  reserve  does  not  represent  a 
fund  to  be  drawn  upon  for  capital  replacements.  It  is  only  by 
generating  enough  revenues  to  cover  expenses,  including  depreci¬ 
ation  expenses,  that  past  capital  expenditures  are  converted 
back  to  cash.  This  cash  can  then  be  used  by  the  business  entity 
to  best  suit  its  immediate  and  long-term  needs,  which  could  in¬ 
clude  replacing  assets. 

FCC's  rules  prior  to  the  November  6,  1980,  order  required 
for  corporate  balance  sheet  purposes  that  the  depreciation  reserve 
account  be  regarded  and  treated  as  a  single  composite  reserve. 

For  purposes  of  analysis,  however,  FCC  required  the  carriers  to 
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maintain  subsidiary  records  (about  30  classes  or  subclasses  of 
plant)  in  which  the  depreciation  reserve  was  broken  down  into 
component  parts  corresponding  to  the  primary  telephone  plant 
accounts  which  include  depreciable  telephone  plant.  The  subsid¬ 
iary  records  were  required  to  show  the  current  credits  and  debits 
to  the  reserve  in  complete  detail  for  each  primary  plant  account. 

DEPRECIATION— ITS  IMPACT 
ON  REVENUE  REQUIREMENT 

Depreciation  charges  affect  a  carrier's  revenue  require¬ 
ment  1/  in  two  ways.  First,  they  are  a  large  part  of  a  car¬ 
rier's  expenses  and  second,  they  are  a  major  factor  in  deter¬ 
mining  its  rate  base.  FCC's  review  of  depreciable  assets  in 
prescribing  depreciation  rates  is,  therefore,  an  important 
regulatory  tool. 

Depreciation  expense — its  size 

The  depreciation  expense  represents  the  estimated  annual  loss 
in  service  value  of  the  assets  a  carrier  has  devoted  to  service. 
For  the  11  telephone  companies  which  FCC  reviewed  in  1980  (this 
representing  about  a  third  which  are  reviewed  every  3  years) 
the  total  annual  depreciation  expense  was  $3.7  billion.  This 
represents  21.4  percent  of  their  total  operating  expense  of  $17.3 
billion  and  for  each  company  depreciation  was  one  of  the  largest 
categories  of  operating  expense.  For  AT&T  the  1980  depreciation 
expense  was  $7,039  billion,  or  20.5  percent,  of  total  operating 
expenses  of  $34,187  billion.  Similarly,  for  those  companies 
’>£  the  General  Telephone  &  Electronics  Corporation  for  which  FCC 
prescribes  depreciation  rates,  the  1980  depreciation  expense  was 
$510  million,  or  27.5  percent,  of  total  operating  expenses  of 
$1,854  million. 

Given  the  size  and  impact  that  the  depreciation  expense  has 
on  total  operating  expenses,  any  change  by  the  company  regarding 
service  lives  and  salvage  percentages  can  directly  increase  or 
decrease  the  revenue  requirement.  For  example,  for  the  11  tele¬ 
phone  companies  for  which  FCC  prescribed  rates  in  1980,  those 
rates  resulted  in  annual  increases  of  $337  million,  due  primarily 
to  shorter  life  estimates.  An  official  in  FCC's  Depreciation 
Rates  Branch  and  an  industry  representative  both  agreed  that 
shorter  service  lives  can  be  expected  to  continue  given  the  rapid 
pace  of  technological  development.  Estimating  these  service 
lives  and  establishing  depreciation  rates  based  on  these  changes 
in  life  estimates  will  continue  to  be  a  regulatory  tool  which  FCC 
must  use.  Through  its  depreciation  rate  setting  practices — one 
which  includes  and  involves  the  State  regulatory  commissions — FCC 
should  be  in  a  position  to  determine  whether  a  regulated  carrier 
is  overstating  its  depreciation  expense  to  generate  additional 
revenues. 


1/The  components  of  a  carrier's  revenue  requirement  are 
discussed  on  page  31. 


141 


1 


Depreciation's  impact 
on  the  rate  base 

Depreciation  charges  increase  the  depreciation  reserve  ac¬ 
count  which  is  subtracted  from  gross  plant  investment  in  arriving 
at  net  plant  investment.  An  increase  in  the  depreciation  reserve 
lowers  net  plant  and  thus  lowers  the  plant  to  be  included  in  the 
rate  base.  At  the  end  of  1980  the  depreciable  telephone  plant 
for  the  36  carriers  which  are  actively  reviewed  by  FCC  was 
$139.7  billion  with  a  related  depreciation  reserve  of  $26.1 
billion  thus  providing  a  net  plant  in  service  of  $113.6  billion. 
Depending  on  whether  the  present  recorded  depreciation  reserve 
for  the  telephone  carriers  accurately  reflects  the  accumulated 
loss  in  service  value  of  the  property  presently  surviving,  deter¬ 
mines  whether  the  Commission  can  properly  ascertain  the  remaining 
cost  of  the  property  which  should  be  included  in  the  rate  base. 

It  has  been  the  Commission's,  the  telephone  industry's,  and  new 
competing  entrants'  concern  that  a  potential  reserve  deficiency 
may  exist  since  depreciation  charges  may  not  have  kept  pace  with 
technological  change.  An  inadequate  reserve  by  the  carriers 
may  have  a  potential  rippling  effect  on  future  ratepayers  as  well 
as  competitors  in  the  telecommunications  market.  In  this  regard, 
if  the  reserve  is  too  low,  then  present  and  future  ratepayers  may 
be  asked  to  "make  up"  the  deficiencies  through  increased  rates. 

Responsibilities  for  pre¬ 
scribing  depreciation  rates 

Setting  and  prescribing  depreciation  rates  requires  inter¬ 
action  among  FCC,  the  regulated  company,  and  the  State  commission. 
Section  220(a)  of  the  Communications  Act  gives  FCC  the  authority, 
in  its  discretion,  to  prescribe  the  forms  of  any  and  all  accounts, 
records,  and  memorandums  to  be  kept  by  a  carrier  which  is  subject 
to  the  1934  Act.  Section  220(b)  requires  FCC  to  prescribe  the 
classes  of  property  for  which  depreciation  charges  may  be  prop¬ 
erly  included  under  operating  expenses,  and  the  percentages  of 
depreciation  which  shall  be  charged  regarding  each  of  such 
classes  of  property.  Section  220(b)  also  allows  FCC  to  modify 
the  classes  and  percentages  prescribed  when  it  deems  necessary. 
Section  220(i)  requires  FCC  before  prescribing  depreciation 
charges  to  give  the  State  commissions  having  an  interest  a  reason¬ 
able  opportunity  to  present  their  view  and  to  receive  and  consider 
such  views  and  recommendations. 

Part  31  of  FCC's  rules  establishes  for  overall  accounting 
purposes  a  Uniform  System  of  Accounts  which  includes,  for  example, 
sections  pertaining  to  depreciation  definitions,  computations 
of  depreciation  rates,  depreciation  charges,  classes  of  deprec¬ 
iable  telephone  plant,  plant  retired  for  causes  not  factors  in 
depreciation,  and  depreciation  reserves.  Part  43  of  FCC's  rules 
set  forth  requirements  for  reports  of  proposed  changes  in  depre¬ 
ciation  rates. 

In  p  escribing  depreciation  rates  FCC's  Depreciation  Rates 
Branch  reviews  each  year  the  proposed  rates  for  about  one-third 
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of  the  36  telephone  operating  companies  for  which  the  Commission 
actively  prescribes  rates.  The  Depreciation  Rates  Branch  re¬ 
ceives  studies  from  the  companies  about  a  year  before  the  actual 
prescription  by  FCC.  These  studies  contain  details  of  basic 
historic  mortality  and  salvage  experience.  This  data  is  anal¬ 
yzed  independently  by  the  carrier,  the  State  commissions,  and 
FCC  to  determine  the  distribution  of  retirements  by  age,  life 
indications  and  trends,  and  salvage  and  cost  of  removal  percen¬ 
tages  and  trends.  About  6  months  prior  to  prescription  the  car¬ 
rier  submits  its  analysis  of  the  basic  data  and  analysis  of  any 
planning,  engineering,  or  other  operating  data  which  was  used  in 
estimating  future  lives  and  net  salvage  percentages.  The  car¬ 
rier's  submission  also  includes  its  proposals  of  average  service 
lives,  net  salvage  percentage,  and  depreciation  rates. 

The  Depreciation  Rates  Branch  reviews  the  carrier's  studies 
and  prepares  a  report  containing  a  summary  of  its  proposals  and 
a  discussion  of  the  differences  between  the  carrier's  and  its  pro 
posals.  The  State  commissions  may  prepare  similar  reports.  A 
meeting  is  then  held  among  the  three  parties  to  discuss  issues 
and  areas  where  disagreements  exist. 

After  the  three-way  meeting  the  regulated  company  files  a 
request  for  approval  of  the  rates  developed  at  the  three-way 
meeting.  FCC's  Chief,  Accounting  and  Audits  Division,  under 
authority  delegated  to  him  by  the  Commission  may,  on  an  interim 
basis,  approve  these  rates.  The  rates,  after  public  notice,  are 
adopted  or  rejected  by  the  Commission. 

CURRENT  FCC  ACTIONS  AND  THEIR 
RELATIONSHIP  TO  PAST  PRACTICES 


As  the  telephone  industry  has  become  subject  to  competitive 
entry  and  technological  change  has  continued  at  a  rapid  pace,  FCC 
is  faced  with  issues  relating  to  depreciable  assets  regarding 
(1)  the  impact  of  changing  from  a  straight  line  vintage  group 
to  permitting  the  use  of  a  straight  line  equal  life  group  depre¬ 
ciation  method  and  permitting  the  use  of  remaining  life  for  em¬ 
bedded  investment,  (2)  the  proper  method  for  allocating  the 
depreciation  reserve  account  for  AT&T,  (3)  changes  to  the  station 
connections  account,  and  (4)  deregulation  of  customer  premises 
equipment  embodied  in  the  Commission's  Computer  II  Decision. 

While  each  of  these  issues  has  its  roots  in  the  past  prac¬ 
tices  of  FCC's  depreciation  accounting  in  a  regulated  monopoly  en 
vironment,  their  future  implications  touch  on  the  efficiency  of 
future  regulatory  oversight  and  the  competitiveness  of  emerging 
industries. 

Change  to  equal  life 
group  depreciation 

On  November  6,  1980,  FCC  adopted  straight  line  equal  life 
group  depreciation  for  new  property  additions  and  in  doing  so 
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stated  that  it  would  allow  alternative  depreciation  methods  at 
the  carrier’s  option,  with  the  provision  that  implementation  be 
under  the  supervision  of  FCC's  staff.  This  change  by  FCC  from 
the  straight  line  vintage  group  depreciation  resulted  from  a 
petition  by  AT&T  in  September  1973  (Docket  20188)  to  permit 
property  to  be  placed  in  subgroups  comprised  of  units  expected 
to  have  the  same  life. 

The  reason  given  by  AT&T  for  proposing  ELG  was  that  this 
method  would  provide  for  the  recovery  of  capital  more  nearly 
in  line  with  consumption  as  measured  in  the  physical  retire¬ 
ment  of  property.  The  following  simplified  example  illustrates 
the  difference  between  straight  line  vintage  group  and  ELG. 

If  a  telephone  company  puts  three  vehicles,  each  costing 
$1,000,  into  service  in  1  year,  there  would  be  a  total  invest¬ 
ment  of  $3,000.  Based  on  life  studies  and  future  projection  a 
life  is  assigned  to  each  vehicle — vehicle  1 — 1  year;  vehicle  2 — 

2  years;  and  vehicle  3 — 3  years.  The  average  life  the  vehicles 
will  have  is  2  years  or  a  depreciation  rate  of  50  percent.  Using 
the  vintage  group  method  and  applying  this  rate  to  the  investment 
of  $3,000  would  recover  $1,500.  The  first  vehicle  being  retired 
in  year  1  would  leave  $2,000  invested  ( $3 ,000-$l ,000) .  In  year  2 
recovery  would  be  $1,000  leaving  the  remaining  $500  to  recover  in 
year  3. 

Using  the  same  example,  but  applying  ELG,  knowing  that 
vehicle  1  has  a  life  of  1  year  a  100-percent  rate  would  be  ap¬ 
plied,  vehicle  2  has  a  2-year  life  a  50-percent  rate  would  be 
applied,  and  vehicle  3  has  a  3-year  life  then  a  33-1/3-percent 
rate  would  be  applied.  So  year  1  depreciation  would  look  like 
this. 


Vehicle  1  (100%  x  $1,000)  =  $1,000 
Vehicle  2  (50%  x  1,000)  *  500 
Vehicle  3  (33  1/3%  x  1,000)  =  333 


Total  first  year  depreciation  $1,833 


Similarly,  year  2  depreciation  would  then  be  $833  and  year  3  de¬ 
preciation  would  be  $333.  The  use  of  ELG  methods  thereby  results 
in  a  higher  accrual  rate  during  the  earlier  years  of  the  total 
property  service  life  and  a  lower  rate  in  later  years. 

The  ELG  method,  also  known  as  unit  summation,  is  not  new. 

Its  chief  disadvantage,  however,  has  been  the  need  to  have  good 
plant  data  from  which  reasonably  accurate  future  estimates  of 
mortality  can  be  made.  In  this  case,  good  plant  data  means  the 
long-term  accumulation  of  data  for  large  numbers  of  units  within 
each  group  of  property.  In  this  regard,  the  American  Institute 
of  Certified  Public  Accountants,  in  commenting  on  this  to  the 
Commission  stated  that  ELG  is  a  preferable  alternative  to  vintage 
group  depreciation,  providing  that  a  company  has  the  ability  to 
develop  the  information  necessary  to  implement  such  a  refinement. 
Other  comments  including  a  study  done  for  FCC  on  depreciation 
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rates  and  practices  and  policies  1/  noted  that  it  would  be 
preferable  in  adopting  ELG  that  reserves  by  vintage  by  depre¬ 
ciation  plant  category  be  maintained.  Reserve  by  vintage  by 
depreciation  plant  category  would  allow  for  regulatory  review 
to  ensure  the  utilities  have  not  under  or  over  recovered  their 
investment  through  their  rates. 

State  commissions  commenting  on  the  ELG  proposal  did  not 
support  ELG,  citing  particularly  that  the  ELG  procedures  will 
necessitate  heavy  reliance  on  the  use  of  computers  in  gathering 
data,  that  the  use  of  hypothetical  engineering  judgment  will  be 
necessary,  and  if  such  is  the  case  then  it  would  be  questionable 
whether  any  State  commission  would  be  in  a  position  to  check  and 
monitor  the  accuracy  of  depreciation  accruals.  State  commissions 
also  noted  revenue  requirements  and  the  rates  would  increase. 

PCC  in  adopting  ELG  noted  that  this  method  was  acceptable 
provided  it  is  assured  that  adequate  data  is  available  for  proper 
application  of  this  method  and  that  recordkeeping  and  reporting 
practices  will  enable  monitoring  of  the  reasonableness  of  the 
rate  of  allocation  of  both  original  cost  and  provisions  for  sal¬ 
vage  and  removal.  FCC  stated  that  the  impact  of  revenue  require¬ 
ments  and  the  burdens  placed  on  the  regulatory  staffs  required 
consideration.  The  Commission,  therefore,  directed  the  implemen¬ 
tation  of  ELG  on  a  progressive  basis.  During  1981,  new  additions 
to  property  falling  in  the  broad  classification  of  outside  plant, 
in  1982  new  additions  to  property  falling  within  the  broad  class¬ 
ification  of  central  office  equipment,  and  in  1983  all  new  addi¬ 
tions  to  the  remaining  categories  of  plant  investment  would  be 
considered. 

In  adopting  the  ELG  depreciation  method,  FCC  noted  that  this 
method  would  apply  to  new  additions  of  plant  and  not  to  embedded 
investment,  because  of  the  lack  of  AT&T’s  depreciation  data  on  a 
vintage  level  of  investment  basis.  FCC  noted  that  if  new  ad¬ 
ditions  to  plant  are  depreciated  under  the  ELG  or  some  other 
method,  then  the  embedded  balance  subject  to  vintage  group 
depreciation  will  diminish  using  remaining  life  and  ultimately 
be  fully  depreciated  and  retired.  FCC  required  that  the  tele¬ 
phone  companies  maintain  depreciation  reserves  by  account 
corresponding  to  the  classes  of  depreciable  telephone  plant 
accounts. 

The  Commission  also  approved  the  use  of  remaining  life 
as  a  corrective  mechanism  as  depreciation  rates  are  periodically 
restudied.  It  directed  the  staff  to  report  the  differences  be¬ 
tween  remaining  life  and  whole  life  rates  for  a  period  of  at 
least  3  years.  The  dual  reporting  requirement  was  set  at  3  years 
so  that  it  would  correspond  to  FCC's  3-year  represcription  cycle. 


1/Study  of  common  carrier  depreciation  rate  practices  and 
policies,  Ernst  &  Ernst,  July  29,  1977. 


According  to  an  FCC  official,  during  this  time  it  was  envisioned 
that  remaining  life  rates  would  be  implemented. 

FCC  described  the  difference  between  the  whole  life  and 
remaining  life  depreciation  rates  calculation  in  that  the  former 
attempts  to  determine  the  annual  charge  that  would  be  appropriate 
in  the  event  that  the  current  predictions  of  the  whole  life  (esti¬ 
mated  future  life  added  to  current  experienced  or  expired  life) 
were  in  fact  correct.  The  remaining  life  process  proceeds  on  the 
premise  that  the  current  prediction  of  remaining  or  prospective 
life  is  more  correct  and  then  attempts  to  allocate  any  unrecovered 
or  unallocated  cost  over  the  time  period.  Thus,  the  original 
cost  less  accumulated  reserve  less  future  net  salvage  is  divided 
by  the  prospective  remaining  life  in  order  to  determine  the  annual 
future  charges  to  expense. 

It  has  long  been  recognized  that  setting  service  lives  and 
prescribing  depreciation  rates  is  not  a  precise  science.  In 
adopting  remaining  life,  FCC  noted  that  it  was  allowing  the  tele¬ 
phone  carrier  a  corrective  mechanism  when  there  is  a  need  to  in¬ 
crease  or  decrease  the  current  and  prospective  charges  to  assure 
that  all  costs  are  allocated  by  the  time  of  plant  retirement. 

This,  according  to  FCC,  will  allow  it  to  set  rates  which,  while 
possibly  increasing  revenue  requirements,  will  also  allow  errors 
of  life  estimation  which  have  been  inadequate  in  the  past  to  be 
recovered  based  on  changed  remaining  life  estimates. 

Allocating  the  depreciation  reserve  account 

One  requisite  according  to  FCC  for  applying  remaining  life 
rates  is  the  ability  to  determine  net  unrecovered  cost.  For  this, 
the  current  reserve  for  depreciation  attributable  to  the  particu¬ 
lar  book  balances  of  investment  must  be  known  if  net  unrecovered 
cost  is  to  be  determined.  At  the  present  time  FCC  noted  that 
AT&T  does  not  have  book  reserve  for  depreciation  balances  at  even 
the  plant  account  or  category  of  investment  level,  let  alone  at 
the  more  disaggregated  vintage  level.  The  Commission  in  Docket 
20188  ordered  the  carriers  to  maintain  depreciation  reserves  by 
plant  account  for  new  investments  and  ordered  its  staff  to  deter¬ 
mine  the  most  reasonable  allocation  of  AT&T's  current  embedded 
book  reserve  amounting  to  about  $24  billion  as  of  December  31, 
1980,  to  the  various  plant  categories. 

In  a  public  notice  in  January  1981  seeking  comments  on  how 
this  reserve  should  be  allocated,  FCC  stated  that  it  had  two 
principal  alternative  reserve  allocation  methods  under  considera¬ 
tion:  (1)  allocation  based  on  the  actual  debits  and  credits  to 

the  reserve  which  are  attributable  to  specific  subclasses  of 
plant  and  (2)  allocation  based  on  a  distribution  determined  from 
theoretical  reserve  studies. 
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Section  31.171(c)  of  the  Commission's  rules  prior  to  the 
November  6,  1980,  order  required  that 

"*  *  *  for  purposes  of  analysis,  the  company 
shall  maintain  subsidiary  records  in  which  the 
depreciation  reserve  is  broken  down  into  com¬ 
ponent  parts  corresponding  to  the  primary  tele¬ 
phone  plant  accounts  which  include  depreciable 
telephone  plant*  *  *." 

In  this  regard,  FCC  noted  in  its  public  notice  that  the  aggregate 
depreciation  reserve  is  the  accounting  accumulation  of  accrual, 
retirement,  salvage,  and  costs  of  removal  all  of  which  are  di¬ 
rectly  traceable  to  specific  subclasses  of  property  for  which 
depreciation  rates  have  been  prescribed.  FCC  states  that  a  re¬ 
serve  can  be  developed  for  a  specific  class  of  plant  based  on 
analysis  of  actual  depreciation  reserve  activity,  and  the  reserve 
developed  in  this  manner  represents  capital  recovery  which  has 
occurred  for  that  class  of  plant.  FCC  noted,  however,  that  deter¬ 
mining  category  reserves  in  this  manner  does  present  minor  prob¬ 
lems,  because  of  accounting  changes  and  the  reclassification  of 
assets  between  plant  accounts,  but  that  a  reasonable  basis  for 
estimating  the  appropriate  category  reserve  adjustments  is  avail¬ 
able  and  that  the  overall  distortion  of  category  reserves  result¬ 
ing  from  past  accounting  changes  and  plant  reclassifications  is 
relatively  small. 

A  theoretical  reserve  study  represents  the  aggregate  of 
annual  depreciation  charges  during  the  average  remaining  life  of 
each  plant  account  which  is  estimated  on  the  basis  of  deprecia¬ 
tion  rates  deemed  appropriate  at  the  time  of  the  study  in  light 
of  best  available  data.  The  aggregate  book  reserve  is  then 
allocated  to  the  plant  categories  in  proportion  to  the  dis¬ 
tribution  of  the  theoretical  reserves. 

The  process  of  allocating  reserve  based  on  theoretical 
studies  can  be  illustrated  using  the  following  simplified  example 

Assume  three  plant  accounts  A,  B,  C  with  balances  of  550, 

$30,  and  $40  billion,  respectively,  and  a  total  depreciation  re¬ 
serve  to  be  allocated  of  $20  billion. 

The  book  reserve  figures  shown  in  figure  1  of  $10  for 
A,  $5  for  B,  and  $5  for  C  represent  those  reserves  by  plant 
account  based  on  actual  debits  and  credits  to  these  reserves 
by  plant  account  and  the  total  for  each  account  represents 
capital  recovery  which  has  occurred  for  that  class  of  plant. 


Plant  account 


Column  2 
Book  reserve 


Column  3 

(Col.  1  -  Col.  2) 
Net  book 


Column  1 
Balance  of 
plant  acct. 


A 

$  50 

- (000,000,000) - 

$10 

$  40 

8 

30 

5 

25 

C 

40 

5 

35 

Total 

$120 

$20 

$100 

Figure  2 


Column  4 

Column  1  Column  2  Col.  (Col.  3x2)  Column  5 
Balance  of  Theoretical  3  Allocated  (Col.  1-4) 

Plant  account  plant  acct.  reserve  Ratio  reserve  Net  book 


( 000,000,000) 


A 

$  50 

$12 

20/30 

$  8 

$  42 

B 

30 

12 

20/30 

8 

22 

C 

40 

6 

20/30 

4 

36 

Total 

$120 

$30 

$20 

$100 

Using  the  current  life  estimates,  the  theoretical  reserve  for  each 
plant  category  was  determined  to  be  $12  billion  for  A,  $12  billion 
for  B,  and  $6  billion  for  C  or  a  composite  theoretical  reserve  of 
$30  billion.  The  ratio  of  the  total  actual  book  reserve  to  the 
composite  theoretical  reserve  is  then  applied  to  each  of  the  in¬ 
dividual  theoretical  reserve  plant  accounts.  In  figure  2  this 
would  be  20/30,  or  two-thirds,  of  $12  for  A,  $12  for  B,  and  $6 
for  C,  thus  allocating  the  total  $20  billion  reserve  in  the  fol¬ 
lowing  proportion,  $8  for  A,  $8  for  B,  and  $4  for  C. 


A  redistribution  of  the  reserve  based  on  other  than  the  actual 
reserve  balances  by  plant  account  then  could  have  the  effect  of 
requiring  ratepayers  of  a  certain  service  to  pay  additional 
amounts  because  other  categories  of  plant  are  underdepreciated. 

This  can  be  seen  from  the  illustration  in  which  the  net  book  cost 
to  be  distributed  from  plant  account  A  in  figure  1  is  $40  billion 
and  would  increase  to  $42  billion  in  figure  2.  If,  in  this  illu¬ 
stration,  net  book  cost  for  plant  A  represented  that  plant  which 
is  used  to  furnish  noncompetitive  services,  then  the  cost  to  be 
recovered  from  regulated  services  (the  ratepayer)  would  increase 
by  $2  billion. 

According  to  FCC  the  theoretical  reserve  approach  allocates 
more  than  would  be  allocated  using  actual  recorded  amounts  to 
categories  whose  life  characteristics  are  becoming  relatively 
shorter.  If  such  is  the  case,  then  depending  on  the  outcome  of 


theoretical  study,  the  redistribution  of  the  reserve  will  affect 
the  net  book  cost  to  be  recovered  from  various  classes  of  rate¬ 
payers.  In  this  regard,  in  its  January  1981  notice  FCC  noted 

*****  we  think  that  past  contributions  by  various 
customer  groups  should  be  recognized  and  given  effect. 
Similarly,  we  believe  that  the  retention  of  infor¬ 
mation  as  to  sources  of  any  underaccrual  provides 
an  important  reference  point  to  assist  us  and 
the  States  in  determining  proper  corrective 
action  (e.g.,  rate  adjustments)  to  be  taken  to 
remedy  any  shortfall." 

Depreciation  of  station 
connections  investment 


Station  connections  is  generally  that  part  of  depreciable 
telephone  property  from  the  telephone  pole  to  the  customers 
premises  (outside)  and  the  inside  wiring,  including  installation 
within  the  premises  (inside).  Station  connections  have  been 
capitalized  in  the  past  to  spread  the  cost  of  adding  new  customers 
over  all  customers,  the  new  customers  thereby  broadening  the 
overall  universality  of  the  telephone  service.  At  the  end  of 
1980,  station  connections  investment  for  all  carriers  was  in 
excess  of  $13.7  billion.  According  to  FCC  the  annual  activity 
in  station  connections  for  1981  and  later  years  is  expected  to 
run  in  excess  of  $3  billion  per  year  with  an  accelerating  rate 
of  growth. 

Retirements  of  station  connections  are  due  to  station  move¬ 
ments  which  are  independent  of  time.  In  depreciating  the  station 
connections  investment,  FCC  has  in  the  past  attempted  to  assign 
just  enough  cost  and  reserve  credit  to  offset  any  given  years 
retirements  plus  cost  of  removals  less  salvage.  Theoretically 
there  would  be  no  reserve  balance,  thus  the  embedded  investment 
in  the  station  connections  account  at  any  given  time  represents 
the  net  book  balance  for  the  account.  1/ 

FCC  in  Phase  II  of  Docket  19129  held  that  accounting  for 
station  connections  should  be  modified  so  as  to  place  the  burden 
of  and  cost  associated  with  station  connections  on  the  causative 
ratepayer  as  opposed  to  the  present  system  which  places  the  burden 
on  present  and  future  ratepayers.  This  was  based  on  FCC's  find¬ 
ings  that  77  percent  of  the  telephones  installed  during  the  5-year 
period  ending  December  31,  1974,  did  not  represent  increased 
services,  but  occurred  because  existing  customers  moved,  or 
because  of  offsets  of  the  loss  of  one  customer  with  the  gain  of 


1/According  to  the  Chief  of  FCC's  Depreciation  Rates  Branch, 
there  is  now  over  a  $1  billion  balance  in  the  depreciation 
reserves  related  to  this  account  because  retirement  rates 
in  recent  years  have  dropped  and  depreciation  rates  have  not 
been  adjusted  downward  as  rapidly. 
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another.  This  was  referred  to  by  FCC  as  "churning."  FCC  in 
Docket  19129  ordered  AT&T  to  submit  a  plan  for  changing  the 
accounting  of  station  connection  costs.  AT&T  petitioned  the 
Commission  on  November  16,  1977,  for  a  rulemaking.  After  re¬ 
ceiving  comments  on  AT&T's  petition  the  Commission  began  its 
own  rulemaking  (Docket  79-105)  on  August  14,  1979. 

On  March  31,  1981,  FCC  in  its  first  report  and  order  changed 
its  past  accounting  treatment  for  station  connections.  The  new 
inside  wiring  costs  can  be  expensed  and  phased  in  over  a  4-year 
period  beginning  October  1,  1981,  or  expensed  immediately  depend¬ 
ing  on  actions  by  the  State  commissions.  For  the  embedded  inside 
wiring  costs  FCC  ordered  that  it  could  be  amortized  over  a  10-year 
period;  however,  FCC  left  to  the  State  commissions  just  how  the 
cost  will  be  passed  on  to  customers.  In  adopting  this  change 
the  Commission  looked  upon  it  as  a  stopgap  measure  to  halt  this 
fast-growing  rate  base  item. 

The  outside  portion  of  the  station  connections  account  will 
continue  to  be  capitalized  but  will  be  depreciated  in  accordance 
with  Docket  20188.  To  accomplish  this,  FCC  directed  the  carriers 
to  separate  the  present  investment  in  the  station  connections 
account  into  the  two  primary  parts,  station  connections  inside 
wiring  and  station  connections-other .  Once  established  the 
carriers  were  directed  to  maintain  this  information  on  a  con¬ 
tinued  basis  and  be  prepared  to  supply  it  as  directed  by  the 
Commission  staff. 

In  this  regard,  however,  FCC  stated  that 

"*  *  *  the  precise  identification  of  a  single 
point  of  demarcation  to  distinguish  that  por¬ 
tion  of  the  investment  which  will  continue  to 
be  capitalized  and  that  portion  which  will  be 
expensed  cannot  be  made  for  each  and  every 
circumstance." 

Establishing  a  demarcation  point  would,  according  to  FCC,  be  the 
subject  of  another  proceeding. 

The  Commission  in  a  separate  notice  adopted  on  May  18,  1981, 
also  invited  public  comment  on  the  prospect  of  deregulating  com¬ 
pletely  the  inside  wiring  portion  of  the  station  connections 
costs.  This  approach  would  thereby  place  the  cost  burden  on  the 
causative  customers. 

Deregulation  of  Customer 
Premises  Equipment 

FCC  in  its  April  1980  final  decision  in  Docket  20828  (Com¬ 
puter  II)  found  that  CPE  should  be  provided  on  a  nontar  if fed 
basis.  FCC  provided  for  a  transition  period  lasting  until 
March  1,  1982.  FCC  required  that  unbundled  rates  be  filed  by 
March  1,  1981,  with  the  respective  State  commissions  and  that  all 
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carrier  terminal  equipment  be  detariffed  by  March  1,  1982.  FCC 
required  that  after  March  1,  1982,  CPE  offered  by  AT&T  and  GTE 
be  provided  through  a  separate  subsidiary.  FCC  also  stated  the 
need  for  a 

"proceeding  that  would  examine  into  possible 
changes  to  depreciation  schedules  and  also 
address  the  basis  upon  which  unsold  equipment 
should  be  removed  from  a  carrier's  regulated 
rate  base  and  books  of  account." 

In  its  October  1980  reconsideration  of  Computer  II,  FCC 
modified  its  final  decision,  requiring  that  equipment  which  is 
embedded  in  the  separations  process  1/  and  tariffed  with  the 
various  States  would  be  distinguished  from  new  CPE  and  federally 
tariffed  CPE.  New  CPE  was  described  as  that  equipment  which  is 
not  in  service  as  of  March  1,  1982,  and  is  offered  to  consumers 
after  this  date.  New  CPE  and  associated  maintenance  must  be 
separated  by  the  March  1982  date  from  a  carrier's  basic  service 
and  offered  on  a  nonregulated  basis.  All  equipment  tariffed  with 
FCC  in  conjunction  with  interstate  or  foreign  communications  was 
ordered  to  be  detariffed  as  of  March  1982.  2/  FCC  continued 
structural  requirements  for  AT&T  but  no  longer  required  separate 
subsidiaries  for  GTE. 

For  that  part  of  the  CPE  which  was  not  deregulated,  the 
embedded  CPE,  FCC  stated  that  it  would  institute  a  separate 
"implementation  proceeding"  to  address  the  transitional  mechan¬ 
isms  for  deregulating  this  equipment.  The  implementation  pro¬ 
ceeding  FCC  noted  was  to  address  the  issues  of  capital  recovery 
and  asset  valuation,  alternative  mechanisms  by  which  transition 
to  an  unregulated  CPE  environment  may  be  achieved,  and  the  ap¬ 
propriate  time  period  for  removal  of  embedded  CPE  investment  from 
separations  and  a  carrier's  rate  base. 

EFFICIENCY  OF  FUTURE 
REGULATORY  OVERSIGHT 


Each  of  the  actions  taken  by  the  Commission  discussed  above 
directly  affects  the  efficiency  of  regulatory  oversight  needed  in 
prescribing  depreciation  rates.  These  actions  have  placed  demands 
on  FCC  staff  to  develop  and  implement  changes  which,  according  to 


JL/This  process  is  discussed  on  page  162. 

2/On  February  20,  1981,  AT&T  petitioned  for  further  reconsid¬ 
eration  by  the  Commission  of  Docket  20828.  AT&T  noted  that 
the  bifurcated  approach  for  CPE  will  be  difficult  to  imple¬ 
ment  on  March  1,  1982. 
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PCC  officials,  may  increase  the  revenue  requirement  to  ratepayers 
by  $1.55  billion  in  1981.  1/ 


In  discussing  FCC's  adoption  of  BLG  with  FCC's  Depreciation 
Rates  Branch  Chief  he  said  that  ELG  was  theoretically  a  better 
way  of  achieving  straight  line  depreciation.  He  went  on  to  point 
out,  however,  that  there  are  many  uncertainties  surrounding  its 
implementation.  He  noted  that  FCC  (1)  had  no  procedures  nor 
really  a  reasonable  approach  for  implementing  ELG,  (2)  did  not 
know  what  is  needed  to  monitor  ELG,  and  (3)  did  not  know  what  ac¬ 
counting  controls  were  necessary.  Also,  if  in  1981,  ELG  revisions 
to  all  plant  categories  were  needed  (one  carrier  has  requested 
revision  for  outside  plant  and  central  office  equipment)  the 
official  said  that  without  operating  procedures  or  knowledgeable 
staff  there  would  be  no  way  the  Depreciation  Rates  Branch  could 
fully  analyze  the  proposed  revisions. 

In  adopting  the  ELG  depreciation  method,  FCC  noted  that  this 
method  would  apply  to  new  additions  of  plant  and  not  to  embedded 
investment.  FCC  stated  that  if  new  additions  to  plant  are  depre¬ 
ciated  under  the  ELG  or  some  other  method,  then  the  balance  sub¬ 
ject  to  vintage  group  depreciation  will  diminish  and  ultimately 
be  fully  depreciated  and  retired.  While  FCC  in  adopting  ELG  doc¬ 
umented  the  importance  of  depreciation  data  on  a  vintage  level  of 
investment  for  new  additions,  it  did  not  require  that  the  tele¬ 
phone  companies  maintain  depreciation  reserves  on  a  vintage  level, 
but  rather  by  account  corresponding  to  the  classes  of  depreciable 
telephone  plant  accounts.  According  to  an  official  in  the  Common 
Carrier  Bureau  this  was  done  because  the  Uniform  System  of  Ac¬ 
counts  does  not  now  require  plant  investment  to  be  maintained  by 
vintage  and  until  the  system  is  revised  it  would  be  inappropriate 
to  require  reserves  by  vintage. 

Without  methods  and  procedures  to  monitor  and  analyze  the 
vast  amount  of  data  involving  large  numbers  of  units  within  each 
group  of  property  required  in  using  ELG  and  without  detailed 
information  by  vintage  for  each  depreciable  plant  category,  FCC 
will  not  be  in  a  position  to  review  carrier  submissions  regarding 
estimates  of  service  lives  and  salvage  factors  or  in  setting  serv¬ 
ice  rates  to  determine  the  depreciation  expense  applicable  to 
that  plant  by  vintage  used  in  providing  the  service.  Therefore, 
regulatory  review  ensuring  that  carriers  have  not  under  or  over 
recovered  their  investment  or  price  discriminated,  through  their 
depreciation  rates  cannot  be  assured.  Further,  without  detailed 
information  by  vintage  a  later  allocation  of  the  reserves  by 
classes  of  depreciable  telephone  plant  accounts  to  reserves  by 
vintage  will  be  required. 


1/FCC's  estimated  increases  in  total  revenue  requirements  for 
1981  relating  to  depreciation  changes  are  shown  in  appendix 
XI. 
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In  adopting  remaining  life  rates  as  part  of  its  ELG  proceed¬ 
ing,  FCC  noted  that  it  will  allow  errors  of  life  estimation  which 
have  been  inadequate  in  the  past  to  be  recovered  based  on  changed 
remaining  life  estimates.  According  to  FCC,  both  AT&T  and  GTE 
want  to  implement  remaining  life  rates  for  all  accounts  for  all 
jurisdictions  in  1981.  This  would  involve  over  2,000  rates  since 
there  are  about  78  jurisdictions  with  approximately  30  accounts 
for  each.  To  revise  these  rates  and  verify  if  the  carriers  have 
calculated  the  remaining  life  rates  correctly,  FCC's  Depreciation 
Rates  Branch  Chief  told  us  that  it  would  be  a  formidable  task 
since  (1)  there  are  anywhere  from  20  to  60  vintages  for  each  of 
the  30  accounts  and  the  service  life  has  to  be  estimated  for  each 
vintage  and  combined  on  the  basis  of  the  surviving  investment  in 
each  vintage  1/  and  (2)  State  commission  views  obtained. 

The  Branch  Chief  has  proposed  that  reviewing  remaining  life 
rates  be  implemented  in  conjunction  with  the  detailed  studies  pre¬ 
pared  during  the  3-year  cycle  of  depreciation  represcription. 

This,  he  feels,  will  allow  for  thorough  analysis  in  support  of 
changes  which,  according  to  FCC  estimates,  may  result  in  addi¬ 
tional  revenue  requirements  of  $0.6  billion  for  1981,  $1.55  bil¬ 
lion  for  1982,  and  $2.07  billion  for  1983. 

We  believe  this  approach  represents  a  positive  step  for  two 
reasons.  First,  it  should  allow  for  the  careful  review  by  FCC 
which  is  necessary  during  the  transition  to  remaining  life  rates — 
a  transition  which,  according  to  FCC,  may  result  in  substantially 
higher  rates.  Second,  it  should  allow  the  full  opportunity  for 
State  commissions  to  express  their  view  through  interaction  with 
FCC.  This  interaction  is  an  important  aspect  in  ensuring  a  more 
cohesive  and  coordinated  approach  for  implementing  the  capital 
recovery  policies  established  by  FCC  in  Docket  20188. 

Allocating  the  reserves  to  the  various  plant  accounts  for 
AT&T  is  essential  for  future  FCC  actions  in  prescribing  remaining 
life  rates  for  the  AT&T  companies.  In  Docket  20188  FCC  directed 
its  staff  to  allocate  the  reserve  as  expeditiously  as  possible. 

In  this  regard,  we  support  quick  and  decisive  action;  however,  as 
FCC  has  recognized  in  its  January  1981  Notice: 

"The  method  used  to  allocate  the  book  reserve  is 
extremely  important  because  it  may  result  in  the 
redistribution  of  a  significant  amount  of  revenue 
requirement  between  various  categories  of  ratepayers, 
e.g.,  between  current  and  future  customers,  users  of 


1/More  specifically  a  generation  arrangement — the  method  by  which 
the  average  life  of  each  vintage  group  is  determined  by  com¬ 
bining  its  (past)  realized  life  with  (future)  estimated  life 
st ill  to  be  realized  (the  unrealized  life).  The  average  lives 
of  the  vintage  groups,  so  determined,  are  reciprocally  weighted 
to  arrive  at  the  average  service  life  of  the  category. 


inter  and  intrastate  services,  inter-  and  intra¬ 
exchange  services,  business  and  residential  serv¬ 
ices,  and  monopoly  and  competitive  services." 

We  believe  an  expeditious  allocation  must,  therefore,  be 
balanced  against  the  long-term  implications  of  this  one-time  and 
first-time  allocation  of  AT&T's  reserve  account.  Such  implica¬ 
tions  as  stated  in  FCC's  notice  and  illustrated  on  page  147  are 
the  foundation  for  future  regulatory  oversight. 

In  requiring  changes  adopted  in  Docket  79-105  for  accounting 
to  the  station  connections  account,  FCC  is  confronted  with  four 
important  actions.  First,  it  must  divide  an  account  with  over 
$13.7  billion  into  two  subclasses  of  plant — inside  wiring  and  sta¬ 
tion  connections-other .  Second,  in  allocating  the  depreciation 
reserve,  FCC  must  do  so  between  inside  wiring  and  outside  plant 
classes.  Third,  the  accounting  for  the  retirements  of  the  sta¬ 
tion  connections-other  plant  classes  will  be  changed  from  one  of 
inward/outward  movement  of  telephone  sets  to  physical  removal  of 
the  facilities.  The  current  service  life  and  depreciation  rate 
will  no  longer  be  applicable,  and  new  depreciation  rates  will  be 
required  for  the  outside  plant  classes  for  all  jurisdictions. 
Fourth,  FCC  must  monitor  the  appropriate  monthly  amount  of 
the  embedded  plant  to  be  amortized  during  the  10-year  phase-in. 

FCC  instructed  the  carriers  to  divide  the  station  connec¬ 
tions  account  into  its  two  parts.  FCC  did  not  provide  a  point 
of  demarcation,  rather  leaving  this  to  a  subsequent  proceeding. 

In  discussing  with  an  Accounting  and  Audits  Division  official 
how  FCC  plans  to  work  with  the  carriers  and  how  a  division  will 
be  made  without  a  demarcation  point  being  established,  we  were 
told  that  FCC  essentially  will  accept  what  the  carriers  submit. 

Such  an  acceptance,  however,  does  not  provide  FCC  any  over¬ 
sight  as  to  how  much  of  the  inside  portion  will  be  expensed 
rather  than  capitalized  to  the  station  connections-other  account. 
We  believe  random  verification  and  audit  of  the  carriers'  sub¬ 
missions  would  provide,  at  a  minimum,  some  regulatory  oversight. 

Once  the  division  is  made,  FCC  must  then  set  new  depreciation 
rates  for  the  station  connections-other  plant.  In  setting  the 
depreciation  rates  for  the  entire  station  connections  account  in 
the  past  FCC  has  not  identified,  as  they  do  for  other  depreciable 
assets,  a  specific  list  of  items  or  units  within  the  asset  account 
which  would  key  a  retirement.  1/  Rather  a  retirement  occurred 
with  the  outward  movement  of  a  telephone  set  or  other  piece  of 
telephone  apparatus.  To  set  depreciation  rates  for  outside  plant 


1/The  Commission  rules  (47  CFR  31.8)  contains  a  list  of  retire¬ 
ment  units  for  each  plant  account.  For  example,  within  the 
building  account,  a  retirement  unit  would  be  a  complete  fire 
escape.  Knowing  this  provides  a  basis  from  which  to  estimate 
service  lives. 
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classes  in  accordance  with  Docket  20188  will  now  require,  however, 
that  retirement  units  be  identified.  In  Docket  79-105  FCC  does 
not  make  this  identification  or  change  the  rules  to  recognize  that 
a  retirement  to  the  outside  plant  will  no  longer  be  keyed  by  the 
outward  movement  of  telephone  sets.  In  the  absence  of  a  defin¬ 
ition  of  what  constitutes  a  retirement,  FCC  cannot  estimate  the 
probability  of  its  occurrence.  Therefore,  without  data  on  the 
probability  of  service  lives,  FCC  can  only  arbitrarily  set 
depreciation  rates  for  the  station  connections-other  plant. 

Further,  according  to  an  official  in  FCC's  Depreciation 
Rates  Branch,  they  are  uncertain  as  to  what  method  should  be  used 
in  setting  depreciation  rates  for  the  station  connections-other 
plant.  He  said,  however,  that  it  does  not  appear  as  if  the  equal 
life  group  method  adopted  in  Docket  20188  will  be  appropriate  be¬ 
cause  the  account  will  lack  the  necessary  historical  mortality 
data. 

DEPRECIATION  CHANGES — THEIR  EFFECT 
ON  THE  EMERGENCE  OF  COMPETITION 

FCC's  actions  in  its  Computer  II  Decision  to  deregulate 
only  new  customer  premises  equipment  1/  and  in  Docket  20188  to 
adopt  the  use  of  remaining  life  rates  to  depreciate  unrecovered 
investment  were  based  in  large  part  on  the  emergence  of  com¬ 
petition  in  the  domestic  common  carrier  telecommunications 
industry. 

FCC  in  its  reconsideration  of  Computer  II  chose  a  bifurcated 
approach  for  deregulating  CPE.  FCC  defined  the  term  embedded  CPE 
to  mean  all  CPE  tariffed  at  the  State  level  or  subject  to  the 
separations  process.  FCC  determined  that  embedded  CPE  would  have 
a  transition  schedule  separate  from  that  of  federally  tariffed 
CPE  2/  and  CPE  not  in  service  as  of  March  1,  1982.  FCC  further 
concluded  that  deregulation  of  new  and  federally  tariffed  CPE 
would  occur  on  March  1,  1982,  with  those  carriers  affiliated  with 
AT&T  not  allowed  to  offer  CPE  except  through  a  separate  subsidiary. 
FCC  decided  that  the  manner  and  timing  of  the  embedded  CPE's  de¬ 
regulation  be  subject  to  separate  implementation  proceedings.  FCC 
took  this  approach  because 

"*  *  *  the  difficult  transitional  issues  arise  not 
in  connection  with  the  provisions  of  new  CPE,  but  in 
connection  with  the  necessity  to  make  adjustments  to 


1/Accounts  for  station  apparatus  and  large  private  branch 
exchanges  contain  the  CPE — also  referred  to  by  FCC  as 
terminal  equipment. 

2/Federally  tariffed  CPE  includes  equipment  tariffed  solely 
in  conjunction  with  interstate  and  foreign  services  of  both 
telephone  and  record  carriers. 
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existing  arrangements  involving  allocation  of  costs, 
investment  and  revenues  associated  with  embedded 
equipment  jointly  used  for  both  intrastate  and  inter¬ 
state  or  foreign  services  *  *  *  A  bifurcated  approach 
would  avoid  the  significant  dislocations  of  an  abrupt 
transition  that  are  alleged  to  occur  if  all  CPE  is 
deregulated  and  removed  from  separations  as  of  March  1, 
1982." 

We  believe  to  implement  its  decisions,  particularly  its  re¬ 
quirement  for  establishing  by  March  1,  1982,  a  separate  subsidi¬ 
ary  JL/  offering  new  CPE,  without  first  addressing  the  recovery 
mechanisms  for  depreciation  reserve  deficiencies,  will  fragment 
rather  than  enhance  competition. 

Recovering  depreciation 
reserve  deficiencies 


The  balance  of  the  depreciation  reserve  account  represents 
the  accumulated  depreciation  credited  to  the  account  on  charges 
over  time.  It  is  this  balance  that  FCC  and  industry  officials 
now  believe  is  too  low.  This  they  feel  has  occurred  because  of 
rapid  technological  innovations  and  competitive  entry,  both  of 
which  have  reduced  plant  lives  more  quickly  than  originally  es¬ 
timated.  The  shorter  plant  lives  reflect  a  reduction  in  asset 
values  unrecovered  through  charges  to  the  depreciation  reserve. 

The  reasons  given  for  unrecovered  investment  are  varied. 

One  FCC  official  told  us  that  service  lives  and  depreciation 
rates  have  not  kept  pace  with  the  decline  in  asset  value.  The 
official  noted  that  while  it  is  difficult  to  say  why  this  has 
occurred,  any  increase  in  the  depreciation  expense  could  raise 
rates  to  customers,  something  all  regulators  like  to  avoid.  He 
said,  therefore,  there  may  be  a  tendency  to  spread  recovery  over 
longer  periods.  Another  FCC  official  said  that  during  his  tenure 
at  the  Commission  there  has  not  been  an  effort  to  keep  rates  low, 
simply  neither  the  Commission  nor  the  carriers  realized  how  fast 
technological  changes  were  occurring.  Industry  officials  have 
stated  that  faster  recovery  has  been  sought  for  years  but  not 
granted  by  FCC.  Competitors  argue  that  recovery  has  been  ex¬ 
tended  to  keep  rates  low  in  an  effort  to  stifle  competition. 

We  found  no  one  reason  which  pointed  to  whether  any  one  of 
the  above  positions  are  more  substantive  than  the  others.  In 
moving  to  deregulate  CPE,  however,  the  methods  to  identify  and 
treat  unrecovered  investment  are  vital  aspects  in  creating  a 
competitive  environment  for  terminal  equipment. 


1/The  limitations  of  using  the  separate  subsidiary  device  adopted 
by  FCC  in  its  Computer  II  Decision  and  our  recommendations  for 
maximizing  separations  were  discussed  in  chapter  6. 
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In  FCC's  divided  approach  embedded  CPE  will  remain  regulated 
with  its  future  deregulation  considered  as  part  of  the  implemen¬ 
tation  phase  of  the  Computer  II  Decision.  Until  such  time,  FCC 
noted  that  remaining  life  rates  will  be  used  to  depreciate  the 
unrecovered  investment  over  its  life.  To  accomplish  this  carriers 
have  filed  with  FCC  proposed  changes  in  depreciation  rates  for 
terminal  equipment.  According  to  FCC  one  carrier's  proposed  re¬ 
maining  lives  were  based  on  product  life  cycle  analyses  prepared 
from  the  carrier's  corporate  marketing  plans.  The  specific  pro¬ 
duct  life  cycle  analyses  and  supporting  data  were  not  provided 
in  the  carrier's  filings,  the  carrier's  considering  it  propri¬ 
etary.  The  carrier  stated  that  public  disclosure  of  this  infor¬ 
mation  would  put  it  at  a  competitive  disadvantage  and  make  its 
marketing  plans  difficult  if  not  impossible  to  carry  out. 

FCC's  Depreciation  Rates  Branch  Chief  told  us  that  it  is  be¬ 
coming  exceedingly  difficult  to  carry  out  FCC's  statutory  obliga¬ 
tions  of  prescribing  depreciation  when  much  of  the  data  that  is 
required  to  assess  the  reasonablenesss  of  the  depreciation  rates 
proposals  is  proprietary.  In  this  regard,  according  to  FCC's 
rules,  depreciation  in  part  means  the  loss  in  service  value  from 
causes  known  to  be  in  current  operation.  If  these  causes  are 
controlled  by  the  carrier's  marketing  and  pricing  strategies  which 
may  be  aimed  at  shifting  customer  demand  from  one  equipment  type 
to  another,  and  if  these  strategies  are  not  known  to  FCC  because 
they  are  proprietary  then  two  problems  for  the  regulator  exist. 

First,  accurately  estimating  equipment  service  lives  without 
all  of  the  relevant  data  will  be  difficult  at  best,  particularly 
when  a  carrier's  marketing  strategies  are  subject  to  change  at  its 
discretion.  Second,  marketing  and  pricing  strategies  by  carriers 
can  influence  customer  demand  for  various  types  of  equipment, 
thereby  resulting  in  reductions  in  lives  and  reserve  deficiencies 
for  equipment  in  which  rate  increases  are  being  implemented.  If 
higher  rates  are  set  for  certain  types  of  embedded  equipment  than 
for  similar  new  unregulated  equipment,  the  more  likely  it  is  that 
customers  will  no  longer  use  such  equipment.  Therefore,  embedded 
equipment  cost  will  not  be  borne  by  the  ratepayer  to  whom  the 
plant  was  dedicated. 

Given  these  two  points,  continued  regulation  of  embedded  CPE 
and  deregulation  of  new  CPE  may  increase  the  opportunities  for 
carriers  through  their  depreciation  practices  to  achieve  corporate 
goals  of  shifting  customer  demands  from  regulated  embedded  CPE  to 
new  unregulated  CPE.  Such  an  approach  may  not  be  in  the  best 
interest  of  a  specific  set  of  ratepayers  or  ratepayers  in  general 
since  equipment  cost  might  not  be  borne  by  the  ratepayer  who  used 
it,  and  the  real  cost  of  the  new  technology  will  be  understated. 
Further,  if  this  approach  allows  the  carriers  to  shift  customer 
demand  but  not  cost  from  regulated  CPE  to  new  unregulated  CPE  with¬ 
out  FCC  first  identifying  the  reserve  deficiencies  and  establishing 
a  framework  for  deregulating  all  CPE,  then  competition  while  still 
in  its  infancy  may  be  prevented  from  developing. 
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An  allocation  of  AT&T's  depreciation  reserve  to  plant 
accounts  must  occur  as  a  first  step  in  determining  depreciation 
reserve  deficiencies.  Without  it  PCC  will  lose  control  over  de¬ 
preciation  ratesetting.  FCC,  through  its  January  1981  Notice  is 
moving  in  this  direction.  This  allocation,  if  based  on  actual 
debits  and  credits  to  the  various  plant  accounts,  may  allow  FCC 
to  identify  the  reserve  deficiencies.  The  difference  between  the 
actual  reserves  by  plant  account  from  this  allocation  and  the  re¬ 
serves  from  the  carrier's  theoretical  reserves  would  represent 
the  deficiencies.  1/ 

Once  these  differences  are  identified  then  FCC  could  be  in  a 
position  to  treat  separately  the  reserve  deficiencies  by  plant 
account  and  the  plant  account's  remaining  net  book  costs.  Such 
an  approach  would  allow  FCC  to  (1)  define  the  extent  of  reserve 
deficiencies  to  be  recovered,  (2)  set  forth  a  specific  method  for 
their  recovery,  2/  and  (3)  establish  a  baseline  for  determining 
asset  value  to  be  transferred  to  nonutility  accounts  or  a 
separate  subsidiary. 

CONCLUSIONS 


FCC's  current  process  of  setting  depreciation  rates  has 
three  elements  which  we  believe  are  essential  for  its  regulatory 
oversight  of  depreciation  expenses.  First,  FCC  has  a  legislative 
mandate  to  prescribe  depreciation  rates.  We  see  no  reason  to 
alter  this  mandate  for  those  carriers  the  Commission  considers 
dominant.  This  is  consistent  with  our  recommendations  contained 
in  Chapter  2.  The  Commission  through  its  analysis  and  prescrip¬ 
tion  of  depreciation  rates  and  its  opportunities  for  changes  based 
on  revised  assumptions  provides  the  regulatory  overview  of  an  ex¬ 
pense  item  which  is  one  of  the  largest  parts  of  a  carrier's 
revenue  requirement. 

Second,  for  depreciation  rate-setting  purposes  FCC  has  a 
legislative  mandate  to  obtain  the  views  of  the  State  commissions. 
Absent  a  similar  mandate  in  other  regulatory  areas,  as  we  have 
pointed  out  in  chapter  3,  FCC  has  done  little  to  coordinate  and 
interact  with  the  State  regulatory  commissions.  We  believe  State 
commission  review  and  participation  in  the  depreciation  rate¬ 
setting  process  provides  an  early  and  clear  opportunity  for  FCC 
and  the  State  commissions  to  express  their  views  for,  and  basis 


.1/From  our  illustration  on  page  148,  the  actual  book  reserves 
in  figure  1  of  $10  for  A,  $5  for  B,  and  $5  for  C  would  be 
subtracted  from  the  theoretical  reserves  in  figure  2  of  $12 
for  A,  $12  for  B,  and  $6  for  C. 

2/FCC  could,  for  example,  amortize  the  deficiencies  over  a 
period  of  time,  or  treat  them,  as  its  rules  permit,  as  ex¬ 
traordinary  retirements  (47  CFR  31.02-83). 
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of,  prescribing  depreciation  rates.  Such  an  opportunity,  we 
believe,  provides  FCC  with  timely  input  on  the  impact  deprecia¬ 
tion  changes  will  have  on  the  ratepayer  and  the  carrier. 


Third,  the  process  provides  for  Commission  review  and  ap¬ 
proval,  while  at  the  same  time  allows  for  interim  approval.  This 
provides  visibility  and  regulatory  oversight  by  the  Commission 
while  at  the  same  time  not  constraining  the  carrier's  implementa¬ 
tion  of  depreciation  rates. 

FCC's  changes  to  its  methods  and  practices  for  setting 
depreciation  rates  can  have  an  impact,  however,  on  both  the  effi¬ 
ciency  of  future  regulatory  oversight  and  the  competitiveness  of 
a  developing  customer  premises  equipment  market.  In  this  regard, 
uncertainties  in  implementing  the  provisions  of  Dockets  20188, 
79-105,  and  FCC's  Computer  II  Decision  have  not  been  resolved. 

— Methods  to  implement  ELG  have  not  been  developed. 

— Depreciation  reserves  by  vintage  are  not  required  for 
carriers  implementing  ELG  because  the  USOA  does  not  now 
require  plant  investment  to  be  maintained  by  vintage. 

— Prescribing  remaining  life  depreciation  rates  for  all 
jurisdictions  in  1981  will  not  allow  for  FCC  and  State 
commission  verification  and  review. 

— AT&T's  depreciation  reserve  account  has  not  been  allocated 
to  plant  accounts — essential  for  future  FCC  actions. 

— Division  of  the  station  connections  account  will  be  based 
on  carrier  submissions. 

—  Requirements  for  setting  depreciation  rates  for  the 
outside  plant  of  the  station  connections  account 
have  not  been  developed. 

— Carriers  incentives  in  establishing  depreciation  rates 
for  embedded  CPE,  when  new  CPE  will  be  deregulated  on 
March  1,  1982,  may  prevent  competitive  development. 

Before  proceeding  in  a  piecemeal  fashion,  we  believe  FCC 
must  resolve  these  uncertainties.  This  will  place  FCC  in  a 
position  to  avoid  accepting  and  approving  depreciation  rates 
with  less  than  the  rigorous  review  needed,  permit  active  par¬ 
ticipation  by  the  State  commissions,  and  will  enhance  the 
development  of  competition. 

RECOMMENDATIONS  TO  THE  CHAIRMAN,  FCC 

We  recommend  that  the  Commission  before  prescribing 
depreciation  rates  based  on  changes  adopted  in  Dockets  20188 
and  79-105 


— Develop  specific  procedures  for  evaluating  and  monitoring 
a  carrier's  depreciation  rates  based  on  ELG. 

— Require  depreciation  reserves  by  vintage  for  a  carrier's 
implementing  ELG. 

— Identify  the  retirement  units  and  methods  for  depreciating 
the  outside  plant  of  station  connections. 

— Audit,  through  random  selection,  the  carrier's  division 
of  the  station  connections  account. 

We  further  recommend  that  the  Commission  before  implementing  its 
Computer  II  Decision  to  deregulate  new  CPE  and  continue  regulating 
embedded  CPE,  first  identify  the  depreciation  reserve  deficiencies 
by  plant  account,  develop  a  method  for  their  recovery,  and  estab¬ 
lish  a  framework  for  deregulating  all  CPE.  Our  recommendations 
in  this  regard  are  associated  with  our  recommendations  in  chapter 
6  for  using  the  separate  subsidiary  device  adopted  by  FCC  in  its 
Computer  II  Decision. 


CHAPTER  8 


ENSURING  FAIR,  NONDISCRIMINATORY  ACCESS  TO 
LOCAL  EXCHANGES?  CONGRESSIONAL  ACTION  IS  NEEDED 


With  the  introduction  of  competition  in  interstate  telecom¬ 
munications,  changes  in  existing  procedures  used  to  integrate 
carrier  operations  became  necessary.  The  new  competitors  brought 
with  them  the  need  to  interconnect  their  facilities  with  those  of 
the  telephone  industry.  Particularly,  they  required  access  to 
local  exchange  facilities  of  telephone  companies,  since  such 
facilities  offered  virtually  the  only  means  for  the  local  dis¬ 
tribution  of  interstate  services.  Because  of  the  need  for  such 
access  by  the  new  carriers,  it  became  necessary  to  formulate  pro¬ 
cedures  which  would  allow  them  to  interconnect  their  facilities 
with  those  of  telephone  companies  and  to  determine  how  telephone 
companies  should  be  compensated  for  local  exchange  access. 

In  FCC's  1971  Specialized  Common  Carrier  decision,  in  which 
PCC  opened  the  door  to  competitive  entry  in  interstate  telecom¬ 
munications,  FCC  recognized  the  need  for  the  new  entrants  to 
obtain  local  exchange  access.  Since  that  time  FCC  has  reiter¬ 
ated  the  need  for  the  establishment  of  nondiscr iminatory  access 
on  numerous  occasions. 

Neither  FCC's  past  actions  nor  its  present  proposals, 
however,  resolve  the  following  questions: 

— What  types  and  levels  of  interconnection  should  telephone 
companies  be  required  to  provide  to  the  new  carriers? 

— What  rates  should  be  charged  to  new  carriers  for  access  to 
local  exchanges? 

-r-What  effect  would  competition  have  on  any  subsidies  which 
may  have  been  provided  between  interstate  services  and 
intrastate  services? 

— Can  nondiscr iminatory  access  conditions  be  assured  without 
major  changes  in  telephone  industry  structure  and  pro¬ 
cedures? 

We  believe  that  congressional  action  is  needed  to  establish  the 
basic  framework  for  their  resolution. 

PAST  FCC  ACTIONS  HAVE  NOT 
RESOLVED  ACCESS  QUESTIONS 

Since  1971  FCC  has  been  involved  in  a  variety  of  proceedings 
which  were  designed  to  secure  adequate  access  arrangements  for 
the  new  competitors.  For  the  most  part,  however,  these  proceed¬ 
ing*  were  aimed  at  providing  short-term  solutions  to  immediate 
problems,  rather  than  addressing  the  fundamental  questions  needed 
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to  establish  fair,  nondiscr iminatory  access  terms,  conditions, 
and  rates. 

Separations  and  settlements/ 
division  of  revenues;  a  brief  overview 


AT&T  and  the  other  approximately  1,500  independent  telephone 
companies  have  traditionally  operated  as  "partners"  in  providing 
telephone  service.  Their  facilities  have  been  interconnected  into 
a  nationwide  telephone  network  which  is  used  to  provide  both  local 
and  long-distance  services.  For  example,  under  the  traditional 
telephone  industry  arrangements,  three  carriers  would  typically 
be  involved  in  furnishing  interstate  long  haul  MTS  service:  an 
originating  telephone  company,  AT&T  Long  Lines,  and  a  terminating 
company.  Many  of  the  facilities  used  in  providing  this  interstate 
service  would  also  be  used  for  local  or  intrastate  toll  services. 

Because  many  of  the  costs  of  providing  interstate  and 
intrastate  services  are  shared  or  "common"  costs,  procedures  had 
to  be  developed  to  allocate  these  costs  to  either  the  interstate 
(FCC  regulated)  or  intrastate  (State  public  utility  commission 
regulated)  jurisdiction.  1/  The  process  which  was  developed  to 
accomplish  this  is  known  as  separations  and  settlements/division 
of  revenues.  Separations  refers  to  the  allocation  or  separation 
of  costs  between  jurisdictions.  Settlements/division  of  revenues 
is  the  process  of  dividing  interstate  revenues  collected  among 
all  the  carriers  involved  in  providing  service.  When  all  of  the 
companies  involved  are  affiliated  with  AT&T  the  process  is  called 
division  of  revenues.  When  AT&T  and  nonaf filiated  companies  are 
involved,  it  is  known  as  interstate  settlements. 

Separations 

Because  regulatory  responsibility  is  divided  between  FCC  and 
State  public  utility  commissions  (see  ch .  3),  the  costs  and  reve¬ 
nues  associated  with  interstate  and  intrastate  services  must  be 
segmented.  Since  most  of  the  property  of  telephone  companies  is 
used  in  the  joint  provision  of  both  interstate  and  intrastate 
services  and  a  major  portion  of  expenses  is  incurred  in  their 
joint  rendition,  this  cost  and  revenue  assignment  process  is  a 
large  and  complex  task. 

To  carry  out  this  assignment  of  costs,  FCC  and  the  National 
Association  of  Regulatory  Utility  Commissioners,  on  behalf  of  the 
State  commissions,  in  cooperation  with  the  telephone  industry, 
have  developed  a  jurisdictional  separations  process.  Since  1947 
separations  procedures  have  been  formally  set  forth  in  a  Separa¬ 
tions  Manual,  which  is  approved  by  the  FCC-NARUC  Cooperative 


1/Once  costs  have  been  allocated  to  a  jurisdiction,  the  relevant 
regulatory  agency  is  responsible  for  determining  how  they  should 
be  allocated  among  carrier  service  offerings.  This  is  done 
through  the  tariff  review  process.  (See  ch.  4.) 
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Committee  on  Communications.  The  Separations  Manual  is  incorpor¬ 
ated  into  Part  67  of  FCC's  rules. 

Although  the  Separations  Manual  is  used  to  allocate  costs 
between  the  Federal  and  State  jurisdictions,  it  does  not  specifi¬ 
cally  identify  all  of  the  relevent  costs  incurred  by  local  tele¬ 
phone  companies  in  providing  interstate  services.  In  general, 
the  Manual  relies  on  relative  use  of  plant  as  the  basic  method 
for  allocating  costs  by  interstate  and  intrastate  operations 
between  them.  However,  for  certain  portions  of  nonusage  sensi¬ 
tive  local  exchange  plant,  the  Manual  also  uses  a  subscriber  plant 
factor,  which  raises  the  cost  assignment  to  interstate  services 
above  the  relative  use  level.  This  additive  is  intended,  ac¬ 
cording  to  the  Manual,  to  recognize  the  "deterrent  effect"  which 
the  interstate  toll  rate  schedule  has  on  actual  interstate  use 
of  such  plant.  According  to  an  FCC  official,  this  implies  that 
because  interstate  rates  are  usage  sensitive  whereas  local  rates 
generally  are  not,  interstate  usage  of  local  exchange  plant  is 
less  than  if  the  rate  schedules  were  similar.  The  use  of  separa¬ 
tion  procedures  to  allocate  costs  is  further  discussed  in 
chapter  4 . 

Over  the  years,  the  Manual  has  been  revised  to  place 
an  increasing  cost  burden  on  interstate  services.  In  light  of 
the  gradual  shifting  of  cost  responsibility  to  the  interstate 
jurisdiction,  allegations  have  been  made  that  interstate  services, 
thus,  provide  a  subsidy  to  intrastate  services  so  as  to  help  keep 
local  exchange  rates  low.  Other  parties  have  argued,  however, 
that  much  of  local  exchange  plant  is  designed  primarily  or 
exclusively  for  long-distance  service  and,  thus,  assigning  costs 
on  a  relative  use  basis  would  place  too  high  a  cost  burden  on 
local  services.  The  existence  and  direction  of  any  subsidy 
which  exists  between  interstate  services  remains,  at  present, 
an  unresolved  issue. 

Settlements  and  division  of  cevenuer 

Since  more  than  one  carrier  may  be  involved  in  providing 
interstate  services,  methods  are  also  needed  to  divide  revenues 
collected  among  them.  This  process  is  basically  accomplished 
through  the  use  of  an  interstate  revenue  pool  which  contains  all 
of  the  interstate  MTS,  WATS,  private  line,  and  other  revenues 
collected  by  the  originating  telephone  companies.  Once  collected, 
these  revenues  are  then  redistributed  by  AT&T  Long  Lines  to  unaf¬ 
filiated  local  telephone  companies  to  compensate  them  for  costs 
which  they  have  incurred  in  providing  interstate  services,  in¬ 
cluding  a  return  on  their  plant  investment.  The  compensation 
which  local  carriers  receive  is  not  based  precisely  on  the  cost 
apportionment  contained  in  the  Separations  Manual,  however,  but 
rather  on  the  basis  of  arrangements  made  between  the  carriers. 

Once  these  settlements  have  been  made,  the  amounts  remaining  are 
divided  among  AT&T  Long  Lines  and  its  affiliated  operating 
companies. 


Access  problems  arise  as  competition 
enters  interstate  telecommuniations 


In  its  1971  Specialized  Common  Carrier  decision,  which  opened 
interstate  telecommunications  services  to  competition,  FCC  set 
forth  a  requirement  of  nondiscr iminatory  access  to  local  ex¬ 
changes.  However,  approximately  4  years  of  legal  struggle 
ensued  before  even  interim  interconnection  arrangements  could 
be  developed  for  all  of  the  private  line  services  offered  by  the 
new  carriers. 

In  its  Specialized  Common  Carrier  decision,  FCC  recognized 
that  new  entrants  would  need  to  be  able  to  interconnect  with  the 
facilities  of  established  carriers.  Thus,  FCC  stated  in  the  deci¬ 
sion  that  established  carriers  with  exchange  facilities  should, 
upon  request,  permit  interconnection  or  leased  channel  arrange¬ 
ments  on  reasonable  terms  and  conditions  to  be  negotiated  with 
the  new  carriers,  and  afford  their  customers  the  option  of  obtain¬ 
ing  local  distribution  service  under  reasonable  terms  set  forth 
in  the  tariff  schedules  of  the  local  carriers.  FCC  added  that  it 
would  also  not  condone  any  discrimination  in  the  interconnection 
policy  of  local  carriers. 

Following  the  issuance  of  the  decision,  questions  arose, 
however,  concerning  the  extent  to  which  AT&T  and  its  associated 
companies  were  or  should  be  required  to  interconnect  their  facili¬ 
ties  with  those  of  other  common  carriers  (OCCs) .  One  area  of 
particular  concern  related  to  whether  FCC's  interconnection  order 
applied  to  services  such  as  foreign  exchange  and  common  controlled 
switching  arrangements  which  directly  access  local  exchanges.  1/ 

Foreign  exchange  service  normally  enables  a  subscriber  to 
place  calls  to  telephones  in  a  distant  or  "foreign"  exchange  with¬ 
out  paying  MTS  charges  and  enables  persons  in  the  foreign  exchange 
area  to  place  calls  to  the  foreign  exchange  subscriber  in  a  dis¬ 
tant  city  by  calling  a  local  number  without  paying  MTS  charges  or 
using  operator  assistance  to  make  a  collect  call.  Common  con¬ 
trolled  switching  arrangements  provide  a  subscriber  with  a  leased 
private  telecommunications  network,  including  dedicated  lines  and 
switches,  which  the  subscriber  can  use  to  communicate  between 
points  on  its  system.  Common  controlled  switching  arrangement 
subscribers  can  also  obtain  off  network  access  lines  which  can  be 
used  in  much  the  same  manner  as  foreign  exchange  service  in  a  dis¬ 
tant  city. 

In  a  proceeding  initiated  in  1973  (Docket  19896)  FCC  examined 
the  extent  to  which  the  new  carriers  were  entitled  to  interconnect 
their  facilities  with  those  of  telephone  companies.  In  its  deci¬ 
sion  FCC  noted  that  while  its  previous  interconnection  orders  "may 


1/Other  private  line  services  generally  only  required  "local  loop 
service"  which  connected  the  facilities  of  the  new  carrier  to 
the  premises  of  its  subscriber. 
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not  have  been  perfectly  clear,"  they  were  intended  to  cover  inter¬ 
connection  for  the  broad  range  of  services  offered  by  the  new  car¬ 
riers,  including  foreign  exchange  and  common  controlled  switching 
arrangements.  FCC  also  concluded  that  AT&T  had 

"*  *  *  engaged  in  conduct  which  has  resulted  in  the 
denial  of,  or  unreasonable  delay  in  establishing, 
physical  connections  with  MCI  and  other  specialized 
common  carriers  which  are  parties  to  this  proceeding; 
that  it  pursued  policies  and  practices  which  foreclosed 
the  establishment  of  through  routes,  and  the  charges, 
facilities  and  regulations  applicable  thereto  in 
connection  with  authorized  interstate  services  of  MCI 
and  other  specialized  carriers;  *  *  *  and  that  Bell 
has  discriminated  against  MCI  and  other  specialized 
carriers  in  favor  of  its  own  Long  Lines  Department 
by  denying  to  MCI  and  other  specialized  carriers  the 
interconnection  privileges  presently  provided  to  the 
said  Long  Lines  Department  in  connection  with  authorized 
interstate  services." 

Accordingly,  FCC  ordered  AT&T  to  offer  OCCs  interconnection 
facilities  essential  in  rendering  all  of  their  authorized  inter¬ 
state  and  foreign  communications  services,  including  the  local 
exchange  facilities  necessary  for  furnishing  foreign  exchange 
service  or  for  insertion  into  telephone  company  common  controlled 
switching  arrangements  and  to  file  tariffs  covering  interconnec¬ 
tion  facilities  for  all  authorized  services  of  the  new  entrants. 

It  also  ordered  AT&T  to  furnish  the  new  carriers  facilities 
similar  to  those  provided  to  its  Long  Lines  Department  on  a 
nondiscriminatory  basis. 

AT&T  subsequently  filed  an  appeal  of  FCC's  order  before  the 
United  States  Court  of  Appeals,  Third  Circuit.  The  court  affirmed 
FCC’s  decision,  including  its  determination  that  nondiscriminatory 
interconnection  for  foreign  exchange  and  common  controlled  switch¬ 
ing  arrangements  was  required  under  FCC's  Specialized  Common  Car¬ 
rier  decision.  1/ 

To  comply  with  FCC's  decision  in  Docket  19896  (46  FCC  2d 
413(1974))  AT&T,  in  May  1974,  filed  tariffs  with  FCC.  FCC  placed 
these  tariffs  under  investigation  (Docket  20099).  Before  a  formal 
investigation  began,  however,  AT&T  expressed  a  desire  to  work  with 
the  Commission  and  other  parties  to  resolve  the  issues  involved. 
After  approximately  5  months  of  negotiations,  the  parties  were 
able  to  formulate  a  settlement  agreement.  Under  the  terms  of  the 
agreement,  the  scope  of  interconnection  facilities  offered  was 
increased,  some  new  levels  of  charges  were  imposed  and  certain 
general  operating  and  technical  relationships  between  AT&T  and 
other  common  carriers  were  established. 


1/Bell  Telephone  Company  of  Pennsylvania  v.  F.C.C.,  503  F.2d  1250 
(3rd.  Cir.  1974). 
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In  its  order  terminating  the  investigation,  FCC  stated  that 
it  believed  the  negotiated  settlement  afforded  "an  expeditious 
and  acceptable  compromise”  on  matters  which  would  have  required 
substantial  time,  effort,  and  expense  to  resolve  through  formal 
processes.  Thus,  it  agreed  to  accept  the  settlement  "without 
necessarily  approving  it." 

Execunet  raises  new  access  problems 

In  mid-1977  an  event  took  place  which  compounded  the  need  to 
resolve  access  questions.  This  event  was  the  U.S.  Court  of  Ap¬ 
peals  for  the  District  of  Columbia  Circuit's  "Execunet"  deci¬ 
sion.  1/  In  essence,  this  decision  allowed  competitors  to  enter 
all  interstate  telecommunications  markets  absent  an  affirmative 
FCC  finding  that  restrictions  on  entry  were  needed  to  preserve 
the  public  interest. 

The  court's  ruling  overturned  a  previous  FCC  decision  2/ 
that  MCI  Telecommunications  Corporation  was  not  authorized  to 
offer  its  Execunet  service,  a  service  similar  to  MTS,  because 
its  authority  was  limited  to  the  offering  of  private  line  serv¬ 
ices.  While  the  court  recognized  FCC's  authority  to  place  limi¬ 
tations  on  carrier  service  offerings,  it  stated  that  FCC  could 
not  do  so  without  making  an  affirmative  determination  that  such 
action  was  required  by  the  public  interest,  convenience  and 
necessity.  The  court  noted  that  FCC  had  never  made  any  determi¬ 
nation  as  to  whether  MTS  should  be  open  or  closed  to  competition, 
and,  thus,  it  could  not  prohibit  MCI  from  offering  Execunet. 

Following  the  Execunet  decision  questions  arose,  however,  as 
to  the  existing  telephone  industry's  obligation  to  provide  inter¬ 
connection  for  the  new  other  common  carrier  services.  In  January 
1978,  after  the  Supreme  Court  had  declined  to  review  the  appeals 
court's  Execunet  decision,  AT&T  announced  that  it  would  cease  pro¬ 
viding  additional  connections  for  Execunet  or  similar  services. 

Up  until  then  it  had  furnished  MCI  with  necessary  connections 
for  it  to  offer  Execunet.  AT&T  also  filed  a  petition  with  FCC 
calling  for  FCC  to  rule  that  AT&T  had  no  obligation  to  provide 
such  additional  interconnection.  In  February  1978  FCC  issued  such 
a  ruling  stating  that  it  believed  while  interconnection  for  "all 
specialized  interstate  communications  services"  was  required  under 
its  Specialized  Common  Carrier  Decision  as  well  as  under  a  ruling 
by  the  U.S.  Court  of  Appeals  for  the  Third  Circuit  3/,  these  rul¬ 
ings  did  not  encompass  the  provision  of  interconnection  for  MTS 
and  WATS-like  services,  such  as  Execunet. 


1/MCI  Telecommunications  Corp.  v.  F.C.C.,  561  F.2d  365  (D.C.  Cir. 
1977) . 

2/MCI  Telecommunications  Corp.,  60  FCC  2d  25  (1976). 

3/Bell  Telephone  Company  of  Pennsylvania  v.  F.C.C. ,  503  F.  2d  1250 
(3rd  Cir.  1974). 
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In  an  April  1978  ruling,  however,  the  U.S.  Court  of  Appeals 
for  the  District  of  Columbia  found  FCC's  declaratory  ruling  to  be 
"in  direct  and  explicit  contradiction"  with  its  Bxecunet  decision. 
The  court  noted,  in  this  regard,  that  since  the  FCC  Specialized 
Common  Carrier  Decision  MCI  had  met  with  almost  continuous  re¬ 
sistance  from  AT&T  in  its  efforts  to  provide  communications  serv¬ 
ices.  It  added 

"We  had  thought  that  this  process  finally  culminated 
in  our  Execunet  decision  upholding  MCI's  authority 
to  offer  Execunet  pending  further  rulemaking  by  the 
Commission.  Now,  however,  we  are  faced  with  a  new 
effort  by  AT&T,  with  the  approval  of  the  Commission, 
to  arrest  the  development  of  Execunet  service*  *  *."  11/] 

The  court  went  on  to  state  that  the  only  conclusion  which 
would  be  consistent  with  its  reasoning  in  the  Execunet  case  was 
that  AT&T  was  under  an  obligation  to  provide  interconnections  for 
Execunet.  This  ruling  was  interpreted  by  FCC  as  requiring,  by 
extension,  that  all  local  telephone  companies  were  obligated  to 
interconnect  their  facilities  with  those  of  the  OCCs  allowing 
them  to  offer  all  authorized  services,  including  services  similar 
to  MTS  and  WATS. 

FCC  actions  to  address  the  court's  decision  took  shape  in 
two  closely  related  but  separate  proceedings.  The  first  of  these 
was  a  multifaceted  proceeding  (Docket  78-72)  dealing  with  various 
aspects  of  the  MTS  and  WATS  market  structure,  including  determina¬ 
tions  of  appropriate  access  conditions  and  charges.  The  second 
proceeding  was  aimed  at  developing  interim  access  arrangements 
until  a  more  long-term  approach  could  be  developed.  It  was 
commonly  known  as  the  ENFIA  (exchange  network  facilities  for 
interstate  access)  proceeding. 

The  MTS/WATS  proceeding 

The  MTS/WATS  proceeding  (Docket  78-72),  initiated  in  February 
1978,  was  intended  to  determine  whether  MTS  and  WATS  services 
should  be  provided  on  a  sole-source  or  a  competitive  basis  and  to 
investigate  other  issues  relating  to  the  introduction  of  compe¬ 
tition  in  such  services.  This  included  an  examination  of  changes 
which  might  be  needed  in  the  traditional  procedures  used  by  the 
telephone  industry  for  integrating  their  operations  and  for  al¬ 
locating  costs  and  distributing  revenues. 

In  its  initial  Notice  of  Inquiry  and  Proposed  Rulemaking  in 
the  proceeding,  FCC  stated  that  a  specific  policy  statement  was 
needed  regarding  the  reimbursement  interstate  services  should  make 
to  local  telephone  companies  for  the  use  of  local  plant.  FCC 
noted  that  although  the  question  of  possible  subsidies  between 


1/MCI  Telecommunications  Corp.  v.  F.C.C.,  580  F.  2d  590  (D.C. 
-  Cir.  1978) . 
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intrastate  and  interstate  services  had  not  been  definitively  re¬ 
solved,  it  had  been  frequently  alleged  that  MTS  was  providing  a 
subsidy  for  local  exchange  service  and  that  competition  in  the 
provision  of  interstate  MTS  and  WATS  could  necessitate  an 
increase  in  local  exchange  rates.  The  Commission,  thus  pro¬ 
posed  to  determine 

— what  reimbursement  interstate  services  should  make  on  a 
cost  causational  basis; 

— what  additional  charges,  if  any,  should  be  levied  on 
interstate  services  to  support  local  exchange  services; 
and 

— whether  and  how  such  charges  could  be  equitably  imposed 
on  all  interstate  services  of  all  carriers. 

PCC  also  noted  that  while  it  had  approved  jurisdictional  separa¬ 
tions,  division  of  revenues  and  settlements  had  been  traditionally 
devised  by  the  telephone  industry.  FCC,  therefore,  proposed  to 
examine  the  process  to  determine  if  it  needed  to  establish  cost 
assignments  in  the  future. 

In  an  August  1979  supplemental  notice,  FCC,  among  other 
things,  reiterated  the  need  to  investigate  issues  relating  to 
access  arrangements.  In  this  regard,  it  stated  that  until  non- 
discr iminatory  access  arrangements  were  defined,  the  operating 
conditions  under  which  the  OCCs  competed  for  intercity  business 
would  remain  ambiguous,  and  "the  degree  of  risk  associated  with 
investing  in  competitive  service  offerings  may  remain  unreasonably 
high  and  new  entry  may  be  inhibited."  As  will  be  discussed  in 
the  following  sections,  FCC  actions  have  yet  to  create  such  non- 
discr iminatory  access  arrangements. 

The  ENFIA  proceeding 

After  FCC  issued  the  March  1978  notice  in  the  MTS/WATS 
proceeding,  AT&T  filed  with  FCC  a  tariff  which  specified  the  com¬ 
pensation  which  the  OCCs  would  have  to  pay  to  affiliated  AT&T 
companies  to  use  local  exchange  facilities  for  the  provision  of 
Bxecunet  and  similar  services.  Numerous  comments  from  interested 
parties  were  received  concerning  the  ENFIA  tariff,  alleging  that 
it  was  unlawful  and  anticompetitive,  and  raising  a  variety  of 
legal,  economic,  and  policy  issues — including  issues  which  FCC 
proposed  to  address  in  the  MTS/WATS  inquiry.  While  a  ruling  on 
the  tariff  was  still  pending,  FCC  also  received  a  letter  from  the 
Assistant  Secretary  of  Commerce  for  Communications  and  Information 
urging  it  to  seek  an  interim  solution  to  the  issues  involved  in 
ENFIA  through  the  use  of  a  negotiated  settlement,  similar  to  that 
used  earlier  in  Docket  20099.  He  believed  FCC  could  avoid  dupli¬ 
cating  its  efforts  in  the  MTS/WATS  market  inquiry.  FCC  accepted 
this  suggestion  and  convened  a  series  of  public  negotiations  among 
interested  parties  to  attempt  to  arrive  at  a  "rough  justice" 
interim  agreement  to  the  ENFIA  problem. 
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As  a  result  of  these  negotiations,  the  parties  were  able  to 
reach  an  agreement,  which  was  accepted  by  FCC  in  April  1979.  The 
agreement  established  compensation  to  be  given  to  local  telephone 
companies  for  providing  network  access  for  OCC  services  similar 
to  MTS  and  WATS.  It  did  not,  however,  cover  certain  other  serv¬ 
ices  such  as  foreign  exchange  and  common  controlled  switching 
arrangements. 

The  compensation  arrangements  established  in  the  ENFIA 
agreement  were  based  on  procedures  contained  in  the  Separations 
Manual.  The  Commission  recognized  in  its  order  that  it  did  not 
"have  available"  all  of  the  relevant  costs  for  the  use  of  local 
plant  by  MTS/WATS-like  services.  Thus,  it  decided  to  approve 
the  agreement  using  a  "proxy"  based  on  the  subscriber  plant  factor 
used  in  separations  to  allocate  certain  nonusage  sensitive  costs 
in  excess  of  specifically  identifiable  costs.  As  noted  on  page 
163,  this  factor  increases  the  costs  assigned  to  the  services  to 
a  level  above  that  which  would  exist  if  costs  were  assigned  on  a 
relative  use  basis.  Under  the  agreement  the  percentage  of  the 
factor  assigned  to  the  other  common  carrier  MTS  and  WATS-like 
services  was  to  follow  the  following  schedule: 

Combined  revenues  of  all 

specialized  common  carriers  Percentage  of  the 

from  MTS/WATS-like  services  manual's  factor 

Less  than  $110  million/year  35 

$110  to  $250  million/year  45 

More  than  $250  million/year  55 

Although  the  cost  assignments  to  the  OCC  services  under  this 
schedule  were  less  than  the  assignments  to  MTS  and  WATS,  FCC 
noted  that  the  compensation  provided  by  the  OCCs  for  such  access 
would  nevertheless  be  greater  than  that  previously  paid.  1/  In 
explaining  why  the  factor  assignment  to  the  OCC  services  was  less 
than  that  applied  to  MTS  and  WATS,  FCC  noted  at  that  time  that 
certain  capabilities  and  functions  provided  by  local  telephone 
companies  for  use  in  connection  with  AT&T's  MTS  and  WATS  services 
were  not  provided  in  connection  with  the  MTS  and  WATS-like  serv¬ 
ices  offered  by  competitors.  It  added  that  in  view  of  the  impre¬ 
cision  of  the  factor  used  in  the  Separations  Manual  to  assign 
local  exchange  costs  to  MTS  and  WATS , 

"The  agreement's  proxy  for  non-specific  costs  (a 
changing  percentage  of  the  Manual’s  factor)  is  no  less 
reasonable  than  the  Manual's  similar  proxy;  it  is 
merely  a  lower  dollar  amount,  which  may  reflect  lower 
relevant  costs  for  MTS/WATS-'like'  use  of  exchange 
facilities  than  for  MTS  and  WATS  uses  of  the  exchange." 


1/The  two  OCCs  previously  offering  MTS  and  WATS-like  services 
had  been  connected  to  local  exchanges  under  local  exchange 
tariffs  governing  business  customers. 
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The  Commission  further  explained  that  a  phase-in  of  the  cost 
assignment  had  been  selected  so  as  to  assure  that  the  impact  of 
the  OCC  offerings  on  existing  MTS  and  WATS  ratemaking  and  revenue 
division  procedures,  if  any,  would  remain  de  minimus  during  the 
term  of  the  agreement. 

The  ENFIA  agreement  was  to  remain  in  effect  for  up  to  5 
years.  However,  for  the  portion  of  the  agreement  involving  the 
proxy  to  continue  beyond  3  years,  it  specified  that  FCC  must 
find  that  such  a  continuance  would  be  in  the  public  interest 
and  must  prescribe  an  appropriate  level  of  costs  above  specif¬ 
ically  identifiable  costs  to  be  assigned  to  the  other  common 
carrier  MTS/WATS-like  services  for  the  remaining  2  years.  The 
agreement  was  also  to  be  dissolved  if  the  issues  in  the  MTS/WATS 
proceeding  were  resolved  or  if  legislation  was  enacted  which 
specified  the  interconnection  rights  and  obligations  of  the 
parties. 

While  the  ENFIA  agreement  did  achieve  its  goal  of  providing 
a  short-term  rough  justice  solution  to  the  immediate  access 
problems  springing  from  the  Execunet  decisions,  the  agreement 
did  not  examine  the  cost  assignments  to  be  made  to  all  services 
which  access  local  exchanges.  It  applied  only  to  services  simi¬ 
lar  to  MTS  and  WATS.  AT&T  and  General  Telephone  and  Electric 
were  the  only  telephone  companies  which  were  directly  party  to 
the  agreement  and,  thus,  bound  by  its  conditions.  In  this  regard 
FCC  has  received  tariffs  from  other  companies  which  have  speci¬ 
fied  different  access  charges.  Equally  important  was  the  fact 
that  the  agreement  did  not  address  the  basic  questions  discussed 
on  page  161  which  must  be  answered  to  establish  nondiscr imina- 
tory,  cost  based  access  arrangements.  Rather,  FCC  chose  to 
address  these  problems  through  further  proceedings — these  are 
still  ongoing. 

PRESENT  FCC  PROPOSALS  ARE  UNLIKELY 
TO  RESOLVE  ACCESS  QUESTIONS 

As  part  of  its  MTS/WATS  market  structure  proceeding,  in  1980 
FCC  issued  two  supplemental  notices  which  are  aimed  at  expanding 
existing  access  arrangements  and  establishing  a  new  access  compen¬ 
sation  mechanism.  While  we  believe  that  the  proposals  contained 
in  these  notices  are  well  intended,  they  do  not  provide  a  compre¬ 
hensive  framework  from  which  all  access  questions  can  be  resolved. 
Rather,  FCC's  proposals  represent  limited,  short-term  approaches 
which  it  apparently  intends  to  use  until  a  long-term  solution 
to  the  access  questions  is  developed.  Given  however,  the  absense 
of  a  long-term  FCC  plan  for  dealing  with  access  issues  and  the 
problems  which  FCC  itself  recognizes  in  its  proposals,  it  appears 
questionable  whether  FCC's  present  proposals  represent  even 
the  best  interim  approach  for  dealing  with  access  problems. 


170 


FCC  proposes  an 
access  charge  system 


In  April  1980  FCC  issued  a  Second  Supplemental  Notice  of 
Inquiry  and  Proposed  Rulemaking  in  the  MTS/WATS  market  structure 
proceeding,  in  which  FCC  proposed  the  establishment  of  a  system  of 
access  charges  which  would  replace  the  existing  compensation  ar¬ 
rangements  for  origination  and  termination  of  interstate  services. 
According  to  the  notice,  the  goal  of  the  proposal  was  to  establish 
a  mechanism  which  would,  to  the  best  of  FCC's  ability,  obtain  "a 
parity  which  eliminates  possible  discrimination  between  OCC  and 
AT&T  services,  and  amongst  the  different  AT&T  services,  in  ob¬ 
taining  interstate  access." 

FCC  stated  in  the  notice  that  under  existing  compensation 
arrangements  discrimination  could  exist  among  competing  interex¬ 
change  carriers,  which  could,  in  turn,  result  in  discrimination 
among  end  user  rates.  This  it  said  would  be  in  violation  of  sec¬ 
tion  202  (a)  of  the  Communications  Act  of  1934.  1/  In  this  re¬ 
gard,  FCC  noted  that  different  mechanisms — such  as  separations 
and  settlements  and  ENFIA — had  evolved  for  compensating  local 
telephone  companies  for  originating  or  terminating  interstate 
and  foreign  telecommunications.  Because  as  noted  on  pages  163 
and  169,  the  compensation  which  local  exchange  operators  received 
through  those  mechanisms  did  not  reflect  cost  differences  of 
originating  or  terminating  services,  discrimination  might  result. 
The  Commission  also  noted  that  discrimination  between  message  and 
private  line  services  could  result  from  the  use  of  Separations 
Manual  procedures  to  allocate  local  exchange  costs. 

Because  of  the  likelihood  that  open  entry  would  be  allowed 
in  all  interstate  services  2/  FCC  determined  that  it  must  prescribe 
new  arrangements  which  would  lead  to  the  elimination  of  such 
discrimination.  FCC  noted,  in  this  regard,  that: 

"There  appears  to  be  a  broad  consensus  that  a  new 
formula  must  be  developed  for  allocating  interstate 
exchange  plant  costs  among  all  interstate  services 
provided  by  all  carriers  which  produces  an  alloca¬ 
tion  more  closely  aligned  with  the  costs  of  origin¬ 
ating  or  terminating  such  services.  There  also 


1/Section  202  (a)  states  that  it  is  unlawful  for  any  common  car¬ 
rier  to  make  any  unjust  or  unreasonable  discrimination  in 
charges,  practices,  classifications,  regulations,  facilities  or 
services  in  connection  with  like  communication  services. 

2/FCC's  formal  determination  that  competition  in  all  interstate 
interexchange  services  was  in  the  public  interest  was  set  forth 
in  its  August  1980  Report  and  Third  Supplemental  Notice  of 
Inquiry  and  Proposed  Rulemaking  in  the  MTS/WATS  proceeding. 
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appears  to  be  a  broad  consenus  that  this  Commission 

can  and  must  prescribe  the  necessary  arrangements." 

Thus,  FCC  set  forth  in  the  Notice  what  it  termed  a  "tenta¬ 
tive"  access  charges  plan.  Under  FCC's  plan  uniform  nationwide 
access  charges  would  be  prescribed  for  four  interstate  service 
categories:  MTS/WATS,  foreign  exchange/common  controlled 
switching  arrangements,  private  line  and  OCC  MTS/WATS-like  serv¬ 
ices.  1/  The  charges  established  would  determine  the  amounts 
which  interstate  carriers  would  pay  for  the  use  of  local  ex¬ 
change  plant  to  originate  and  terminate  services.  However,  the 
amounts  which  each  local  telephone  company  received  from  inter¬ 
state  carriers  for  their  use  of  local  exchange  plant  would  not 
be  directly  based  on  the  revenues  it  collected  from  access 
charges.  Instead  FCC  would  require  that  access  charges  be 
pooled  and  redistributed  to  each  local  carrier  based  on  its  pro 
rata  share  of  all  investment  and  expense  devoted  to  interstate 
service.  The  total  amounts  to  be  paid  to  local  telephone  com¬ 
panies  for  using  their  plant  by  interstate  services  would  con¬ 
tinue  to  be  determined  by  existing  settlements  and  division  of 
revenues  procedures.  Thus,  the  end  result  would  be  essential¬ 
ly  unchanged  in  terms  of  the  amounts  which  local  exchange 
carriers  would  receive  for  providing  access. 

FCC  noted  that  the  access  charges  pooling  process  it  proposed 
to  create  would  be  similar  to  that  used  by  the  telephone  industry 
as  part  of  the  separations  and  settlements  process  with  certain 
modifications: 

— Pooled  access  charges  revenues  would  be  kept  distinct  from 
other  pooled  revenues.  2/ 

— Pooled  access  charges  would  include  some  services  such  as 
MTS/WATS-like  service  which  were  not  pooled  previously. 

— The  pool  would  include  certain  local  telephone  companies 
in  Alaska,  Hawaii,  and  overseas  territories  which  were 
not  what  FCC  termed  "full  partners"  in  existing  arrange¬ 
ments. 

Under  the  plan,  the  pool  would  be  administered  by  carriers  since 
neither  it  nor  any  other  government  organization,  to  the  best  of 
FCC's  knowledge,  had  the  charter  or  resources  to  assume  such  a 
function. 


1/Access  for  OCC  MTS/WATS-like  services  is  commonly  referred  to 
by  FCC  and  other  commenting  parties  as  OCC-ENFIA. 

2/Since  access  charge  arrangements  would  apply  only  to  the  use  of 
local  exchange  facilities,  separate  arrangements  would  still  be 
needed  when  two  or  more  carriers  provided  portions  of  inter¬ 
exchange  facilities. 
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The  access  charge  for  each  of  the  four  service  categories 
was  to  be  generally  based  on  the  use  which  each  service  made  of 
local  exchange  plant.  To  determine  this  FCC  set  forth  principles 
for  determining  how  various  plant  categories  and  expenses  should 
be  assigned.  1/  Largely  these  assignments  were  to  be  based  on 
relative  use  of  plant  by  the  services.  The  revenue  requirement 
for  each  service  category  was  to  be  computed  by  adding  to  this 
assignment  a  rate  of  return  equivalent  to  that  which  AT&T  is 
allowed  on  its  interstate  investment.  Access  charges  for 
MTS/WATS,  foreign  exchange/common  controlled  switching  arrange¬ 
ments  and  OCC  MTS/WATS-like  services  would  then  be  determined 
by  dividing  the  revenue  requirements  for  the  service  category 
by  the  total  holding  time  minutes  of  use  2/  for  the  category  to 
obtain  a  per  minute  charge.  Access  charges  for  the  private 
line  category  would  be  based  on  a  monthly  per  line  charge 
computed  by  dividing  revenue  requirements  by  the  total  number 
of  lines.  FCC  tentatively  concluded  that  such  computations 
should  occur  monthly. 

Although  FCC  set  forth  as  its  goal  in  its  access  charges 
proposal  the  elimination  of  discrimination  among  interstate 
services  in  obtaining  interstate  access,  it  acknowledged  in  its 
Notice  several  key  weaknesses  in  the  plan  which  precluded  the 
attainment  of  such  a  goal.  Among  the  limitations  and  deficien¬ 
cies  which  FCC  recognized  were 

— the  lack  of  adequate  information  on  how  different  services 
use  local  exchange  plant, 

— the  potential  for  revenue  pooling  and  average  access 
charges  to  reduce  efficiency  incentives, 

— the  plan's  reliance  on  separations  principles  to  determine 
aggregate  plant  assignments  to  interstate  services,  and 

— the  fact  that  the  plan  did  not  and  could  not  include 
access  charges  for  intrastate  toll  services. 

FCC  recognized  that  while  the  service  categories  used  local 
exchange  plant  elements  differently,  3/  it  was  unable  to  determine 
how  costs  were  affected  by  these  differences.  For  example,  FCC 


1/We  discuss  this  assignment  more  thoroughly  in  appendix  XII. 

2/Holding  time  is  the  time  in  which  an  item  of  telephone  plant 
is  in  actual  use  either  by  a  customer  or  an  operator.  For 
example,  on  a  completed  call  it  includes  conversation  time  as 
well  as  other  time  in  use. 

3/More  specifically,  certain  portions  of  investment  in  subscriber 
line  outside  plant,  station  equipment,  nontraffic  sensitive 
central  offi<  switching  equipment  and  subscriber  line  exchange 
circuit  equipment. 


said  it  was  unable  to  determine  the  cost  difference  in  the  use 
which  private  line  and  message  services  make  of  nontraffic  sen¬ 
sitive  central  office  switching  equipment  or  circuit  plant.  Fur¬ 
ther,  FCC  noted  that  customers  could  use  private  branch  exchanges 
(customer  operated  switchboards)  to  "patch"  private  line  calls 
into  local  exchanges.  However  FCC  stated  that  it  did  not  know 
to  what  extent  this  took  place  and,  therefore,  what  costs  were 
involved . 

Given  these  uncertainties,  FCC  justified  its  proposal  to 
allocate  such  plant  on  thi  basis  of  holding  time  minutes  of  use 
on  the  grounds  that  (1)  the  differences  between  service  categories 
were  "far  less  significant"  than  their  similarities  and  (2)  since 
cost  differences  could  not  be  quantified,  such  an  approach  was 
"the  most  reasonable  solution  available."  FCC  added,  however, 
that  before  adopting  a  final  plan  it  would  consider  evidence  dem¬ 
onstrating  that  different  access  categories  use  plant  differently, 
any  cost  differences  could  be  quantified,  and  such  cost  differ¬ 
ences  should  be  taken  into  account  in  access  charge  allocations. 
FCC  also  noted  some  change  in  access  charge  categories  might  be 
needed  to  better  reflect  cost  differences. 

In  noting  that  pooled  average  access  charges  could  reduce 
efficiency  incentives  for  local  exchange  carriers,  FCC  recognized 
that  a  system  in  which  each  carrier  received  directly  the  access 
charges  paid  for  the  use  of  its  exchange  plant — rather  than 
through  the  pooling  system  FCC  proposed — would  provide  efficiency 
incentives.  FCC  believed,  however,  such  a  plan  could  not  be  im¬ 
plemented  quickly.  In  this  regard  FCC  said 

"An  arrangement  of  this  kind,  however,  would  almost 
certainly  require  a  classification  scheme  for  exchange 
plant  based  on  cost*  *  *  Considerable  time  and  effort 
would  be  required  to  develop  classifications  that  would 
identify  exchanges  that  should  have  comparable  costs 
under  equally  efficient  management.  Even  if  such 
categories  could  be  established  quickly,  the  development 
of  data  that  would  be  required  to  prescribe  multiple 
access  charge  schedules  would  delay  the  implementation 
of  the  initial  access  charges.  As  already  noted,  we 
believe  it  imperative  that  we  move  forward  immediately 
to  end  discrimination  amongst  interstate  services. 
Accordingly,  in  the  interest  of  dispatch,  we  are  tenta¬ 
tively  proposing  uniform  nationwide  access  charges  and 
an  exchange  revenue  pool." 

FCC  also  noted  that  it  had  received  comments  questioning 
its  use  of  existing  separations  procedures  for  access  charges 
purposes.  As  FCC  itself  noted,  the  Separations  Manual  was  not 
designed  for  the  purposes  of  allocating  costs  among  interstate 
services.  Further,  as  noted  on  page  163  questions  exist  as  to 
whether  use  of  Separations  Manual  procedures  results  in  a  sub¬ 
sidy  of  intrastate  services  by  interstate  services. 


PCC  recognized  that  a  number  of  parties  proposed  that  an 
FCC-State  Joint  Board  be  convened  to  revise  the  Separations  Manual 
either  before  or  in  conjunction  with  the  formulation  of  access 
charges,  but  rejected  such  an  approach.  Instead  it  decided  to 
establish  a  separate  proceeding  in  which  a  Joint  Board  would  in¬ 
vestigate  and  revise  exchange  plant  allocation  provisions  of  the 
Separations  Manual  and  go  forward  with  its  plan  to  prescribe 
a  new  access  charges  system  without  waiting  for  Separations 
Manual  revision’s.  1/ 

FCC  also  recognized  that  it  was  limited  by  the  Communi¬ 
cations  Act  of  1934  to  the  regulation  of  interstate  and  foreign 
services.  Therefore  its  access  plan  must  be  restricted  to  such 
services.  Access  charges  for  intrastate  toll  services  would  be 
left  to  the  determination  of  State  commissions  which  could,  if 
they  chose,  use  FCC's  plan  as  a  model. 

FCC  calls  for  additional  negotiations 
to  improve  access  arrangements 

In  August  1980,  FCC  issued  its  Report  and  Third  Supplemental 
Notice  of  Inquiry  and  Proposed  Rulemaking  in  the  MTS/WATS  pro¬ 
ceeding.  In  this  notice,  FCC  recognized  that  while  it  had  in  its 
second  supplemental  notice  proposed  a  system  of  access  charges, 
that  proposal  would  not  resolve  all  access  questions.  In  this 
regard,  FCC  noted  that  certain  differences  in  the  physical  access 
arrangements  provided  to  OCCs  and  telephone  companies  continued 
to  exist.  Thus  it  called  upon  the  carriers  to  resume  negotia¬ 
tions  to  work  out  more  satisfactory  arrangements. 

.  Although  the  U.S.  Court  of  Appeals'  April  1978  decision,  as  in¬ 
terpreted  by  FCC,  required  telephone  companies  to  provide  local 
exchange  access  to  OCCs,  problems  remained  concerning  the  precise 
type  of  access  to  be  offered.  As  FCC  noted  in  its  ENFIA  order, 
the  access  provided  OCCs  for  their  MTS  and  WATS  offerings  con¬ 
tinued  to  be  different  than  that  provided  for  traditional  MTS  and 
WATS  offerings.  Generally,  such  services  were  provided  access 
under  the  arrangements  which  had  been  developed  under  the  1975 
settlement  agreement  for  foreign  exchange  and  common  controlled 
switching  arrangements  services. 

The  OCCs  maintained,  however,  that  the  arrangements  provided 
under  this  settlement  agreement  prevented  them  from  making  their 
services  as  equivalent  to  MTS  as  they  wished.  For  example,  they 
noted  that  because  of  differences  in  interconnection,  customers 
using  OCC  MTS  and  WATS-like  services  may  have  to  "dial"  12  or 
more  additional  digits  to  place  a  long  distance  call  than  they 
would  placing  an  ordinary  MTS  long-distance  call.  Subscribers  to 
these  OCC  services  also  cannot  use  rotary  dial  telephones  to  place 


1/In  June  1980  FCC  convened 
and  other  matters  (Docket 


a  Joint  Board  to  investigate  this 
80-286) . 
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calls  unless  they  obtain  special  auxiliary  equipment.  Various 
other  services  were  also  not  provided  to  them. 


To  explore  methods  for  dealing  with  such  differences  in  in¬ 
terconnection  and  alternative  arrangements  for  providing  future 
access  for  OCC  MTS  and  WATS-like  services,  FCC  had  in  October  1979 
convened  a  series  of  negotiations  known  as  the  ENFIA  II  negotia¬ 
tions.  After  4  months,  however,  these  negotiations  had  adjourned 
without  an  agreement  being  reached. 

In  its  August  1980  Notice,  FCC  made  reference  to  the  continu¬ 
ing  problems  in  assuring  equivalent  access  for  all  parties  to 
local  exchange  facilities  and  the  ENFIA  II  negotiations  failure 
to  resolve  them.  FCC  continued,  however,  to  favor  a  negotiated 
approach.  FCC  noted  that  under  section  201(a)  of  the  Communica¬ 
tions  Act  it  has  the  power  to  prescribe  access  arrangements,  but 
did  not  desire  to  make  prescription  of  physical  access  arrange¬ 
ments  "the  norm."  Further,  FCC  stated  that  it  did  not  believe  it 
would  be  desirable  for  it  to  prescribe  a  single  access  arrangement 
because  a  requirement  calling  for  identical  access  at  identical 
charges  was  "probably  too  simplistic"  and  a  more  flexible  approach 
was  needed  in  which  access  arrangements  and  charges  could  be  modi¬ 
fied  to  meet  service  needs. 

Recognizing  that  its  past  approach  had  relied  on  carrier 
negotiations  to  derive  access  arrangements,  FCC  said  it  saw  no 
reason  to  depart  from  such  an  approach.  FCC  added  that  the  ad¬ 
journment  of  the  ENFIA  II  negotiations  was  not  an  impasse  which 
necessitated  a  proceeding  to  prescribe  access  arrangements.  It 
stated,  in  this  regard,  that  negotiations  had  ceased  because  the 
participants  did  not  appear  ready  to  proceed  further  until  FCC 
had  resolved  certain  questions  including  its  MTS/WATS  entry 
policy.  1/  Since  FCC  in  the  third  supplemental  notice,  in  es¬ 
sence,  affirmed  a  policy  of  open  entry  in  the  MTS/WATS  market,  it 
stated  its  confidence  that  carriers  would  proceed  in  good  faith 
to  worn  out  short-term  and  long-term  solutions  to  the  access 
arrangements  problem.  FCC  noted,  however,  "if  that  confidence 
proves  to  be  unwarranted,  this  Commission  will  institute  appro¬ 
priate  proceedings."  On  April  29,  1981,  FCC  held  a  meeting  in 
which  AT&T,  OCCs  and  other  interested  parties  discussed  the  pos¬ 
sibility  of  resuming  negotiations  on  access  arrangements.  This 
meeting  followed  a  proposal  by  AT&T  to  expand  existing  access 
arrangements  for  MTS/WATS-like  services. 

Present  FCC  proposals  are 
unlikely  to  create  nondis- 
criminatory  access  conditions 

In  its  Second  and  Third  Supplemental  Notices  of  Inquiry  and 
Proposed  Rulemaking  in  the  MTS/WATS  Market  Structure  proceeding. 


1/As  noted  on  page  167,  a  primary  reason  for  the  commencement  of 
the  proceeding  was  to  determine  entry  policy  in  the  MTS/WATS 
market. 
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FCC  has  set  forth  proposals  to  establish  a  new  access  compensa¬ 
tion  mechanism  and  to  broaden  existing  interconnection  arrange¬ 
ments.  Given  the  limitations  contained  in  the  access  charges 
proposal  and  FCC's  past  experiences  in  using  negotiations,  it 
does  not  appear  that  these  initiatives  will  result  in  the  reali¬ 
zation  of  equitable  nondiscriminatory  access  conditions. 

While  the  need  to  replace  existing  compensation  mechanisms 
with  a  system  which  can  ensure  fair,  nondiscriminatory  access 
conditions  is  unquestionably  a  vital  step  in  the  transition  to  a 
fully  competitive  telecommunications  marketplace,  we  believe 
that  any  such  short-term  plan  should  be  formulated  in  the  con¬ 
text  of  this  long-term  approach  to  the  problem  and  should  facili¬ 
tate  the  transition  toward  a  more  lasting  solution.  We  also 
believe  that  any  interim  proposal  should  be  mindful  of  the  effects 
on  communications  suppliers  and  users  which  may  result  from  a 
"rough  justice"  allocation  of  costs.  Further,  the  interim  plan 
should  avoid,  to  the  greatest  extent  possible,  the  creation  or 
continuance  of  conditions  which  will  further  or  expand  opportuni¬ 
ties  for  the  exercise  of  anticompetitive  behavior  or  create  in¬ 
centives  for  inefficiency. 

FCC  has  in  its  Second  Supplemental  Notice  set  forth  a  tenta¬ 
tive  design  for  an  interim  access  charges  mechanism.  It  does 
not,  however,  specify,  either  in  the  notice  or  elsewhere,  what 
long-term  approach  it  plans  for  addressing  all  access  related 
questions  or  how  its  interim  proposal  fits  into  such  a  long-term 
approach.  Regarding  the  development  of  a  long-term,  comprehen¬ 
sive  access  charges  approach,  the  National  Telecommunications 
and  Information  Administration  noted  in  its  comments  on  FCC's 
proposal  that  it  was  its  understanding  that  the  industry  ex¬ 
pected  the  time  and  effort  required  to  implement  the  Commis¬ 
sion's  tentatively  proposed  pooling  arrangement  to  be  substan¬ 
tial.  This  it  said 

"*  *  *  combined  with  the  inertia  created  by  initial 
adoption  of  the  tentatively  proposed  pooling  ar¬ 
rangement  would,  we  fear,  make  it  very  difficult  to 
alter  significantly  such  an  arrangement  once  it  is 
in  place." 

In  its  access  charges  proposal  FCC  also  recognized  that  it 
does  not  know  the  relevant  local  exchange  costs  which  should  be 
borne  by  various  interstate  services.  Based  on  our  review  of  the 
comments  which  were  submitted  in  response  to  FCC's  proposal,  it 
appears  that  a  substantial  shift  in  the  assignment  of  local  ex¬ 
change  costs  among  interstate  service  categories  could  occur  if  its 
plan  were  enacted  as  presently  outlined.  While  a  detailed  study 
of  local  exchange  plant  costs  could  ultimately  warrant  a  major  re¬ 
distribution  of  costs,  we  believe  FCC  must  be  mindful  of  the  eco¬ 
nomic  consequences  which  may  be  produced  by  any  interim  rough 
justice  reassignment.  In  this  regard,  a  consumer  organization 


commenting  on  FCC's  proposal,  noted  that,  as  outlined,  it  could 
lead  to  a  dramatic  increase  in  access  charges  for  private  line 
and  MTS /WATS- like  services,  which  would  in  turn,  narrow  opportuni¬ 
ties  for  market  entry  because  of  increased  capital  requirements 
and  lower  return  on  investment.  The  National  Association  of  Regu¬ 
latory  Utility  Commissioners  also  expressed  reservations  on  the 
effects  of  FCC's  proposal — noting  the  uncertainties  which  exist 
in  determining  the  local  exchange  cost  assignments  which  should 
be  made  to  interstate  services  and  the  need  to  ensure  fair 
treatment  of  all  carriers  so  as  to  preserve  the  "continued 
viability  of  our  nationwide  communications  network." 

FCC's  proposal  to  establish  an  industrywide  pooling 
arrangement  has  also  led  to  concerns  that  such  an  arrangement  may 
facilitate  the  opportunities  for  the  exercise  of  anticompetitive 
behavior  by  dominant  carriers  and  promote  inefficiency  and  distort 
entry  conditions  at  the  local  exchange.  In  this  regard,  particu¬ 
lar  concern  exists  that  the  pooling  arrangement  proposed  by  FCC 
would  place  the  dominant  interstate  carrier  on  the  inside,  as  pool 
administrator,  and  leave  competitors  on  the  outside.  Along  these 
lines,  the  National  Telecommunications  and  Information  Administra¬ 
tion  also  expressed  concern  that  the  pooling  arrangement  would 
expand  and  institutionalize  features  of  the  existing  settlements 
process  which  are  least  compatible  with  the  development  of  a 
freer,  more  competitive  telecommunications  market.  In  addition, 
as  FCC  has  recognized,  the  use  of  a  pooling  arrangement  using 
average  nationwide  access  charges  would  tend  to  promote  economic 
inefficiency  since  access  charges  would  be  overpriced  in  low-cost 
areas  and  underpriced  in  high-cost  areas.  This  could  in  turn, 
insulate  local  exchange  carriers  with  high  costs  from  competition. 

We  also  have  reservations  concerning  FCC's  reliance  on  the 
use  of  negotiations  as  a  means  to  resolve  existing  access  arrange¬ 
ments  problems — as  is  proposed  in  its  Third  Supplemental  notice. 

In  general,  FCC's  approach  appears  to  be  based  on  two  primary 
reasons.  First,  it  believes  that  flexible  access  charges  ar¬ 
rangements  are  needed,  which  can  be  revised  as  conditions  change. 
Thus,  it  declines  to  prescribe  any  single  access  charges  arrange¬ 
ment  which  might  create  "a  regulatory  straight jacket."  Secondly, 
the  Commission  expressed  hope  that  the  ENFIA  II  negotiations  will 
resume,  in  spite  of  their  past  failure  to  produce  an  agreement. 

We  fully  endorse  the  Commission's  desire  for  the  development 
of  flexible  access  arrangements.  The  development  of  a  complete 
"menu"  of  local  access  arrangements  at  compensatory  prices  from 
which  interexchange  carriers  can  choose  and  which  can  be  modified 
as  conditions  change,  is  likely  to  produce  the  optimum  benefit 
both  to  communications  suppliers  and  consumers.  While  the  in¬ 
volvement  of  communications  firms  in  the  formulation  of  such 
arrangements  will  undoubtedly  be  needed,  given  the  importance  of 
this  task,  we  question  whether  negotiations  should  be  relied  on 
to  produce  such  a  result.  At  best,  it  appears  the  ENFIA  negotia¬ 
tions  will  produce  a  new  interim  solution  which  will  still  leave 
access  questions  unresolved. 


In  this  regard,  we  believe  the  biggest  problem  with  FCC's 
present  proposals  is  that  they  do  not  provide  a  comprehensive 
framework  from  which  all  of  the  basic  access  questions  can  be  ad¬ 
dressed  and  long-term  solutions  developed.  For  example,  they  do 
not  directly  deal  with  the  issue  of  what  changes  in  industry 
structure  and  intercompany  arrangements  may  be  needed  to  ensure 
nondiscr iminatory  access;  they  do  not~and  presumably  cannot— 
deal  with  access  for  intrastate  toll  services;  and  they  do  not 
directly  address  the  issue  of  what  continuing  Commission  involve¬ 
ment  is  needed  to  ensure  the  maintenance  of  nondiscr iminatory 
access  conditions  and  the  rapid  resolution  of  access-related 
problems.  To  resolve  all  of  the  basic  access  questions,  we  be¬ 
lieve  legislation  is  needed. 

LEGISLATIVE  CHANGE  REPRESENTS  THE 
MOST  COMPREHENSIVE  APPROACH  FOR 
ADDRESSING  ACCESS  QUESTIONS 

During  the  past  decade  FCC  has  taken  actions,  and  is  presently 
proposing  further  actions,  to  address  problems  relating  to  both 
access  arrangements  and  access  charges.  However,  FCC's  proposals 
as  it  has  recognized  do  not  and,  in  some  respects,  cannot  address 
in  a  comprehensive  manner  all  access-related  questions. 

To  develop  a  comprehensive  system  for  ensuring  equivalency 
of  access  to  local  exchange  facilities  by  all  interexchange  car¬ 
riers,  we  believe  that  the  Communications  Act  of  1934  needs  to  set 
forth  the  basic  framework  to  ensure  the  existence  of  fair,  non¬ 
discr  iminatory  access  arrangements  and  charges.  Important  ele¬ 
ments  to  be  considered  in  establishing  this  framework  include  the 
following: 

— FCC  has  regulatory  authority  over  all  interexchange 
facilities  and  services  whether  or  not  they  cross  State 
boundaries, 

— All  carriers  who  control  local  exchange  facilities  offer 
access  to  all  interexchange  carriers  or  other  customers  on 
a  fair,  nondiscr iminatory  basis.  To  ensure  this,  rates, 
terms,  and  conditions  relating  to  the  offering  of  local 
exchange  access  services  would  be  filed  under  tariff  and 
mechanisms  created  which  would  allow  FCC  to  promote  com¬ 
pliance. 

— Procedures  are  established  which  can  be  used  to  provide, 
on  an  interim  basis,  funds  obtained  from  interexchange 
service  revenues  which  would  offset  drastic  increases  in 
local  exchange  costs  which  may  occur  during  the  develop¬ 
ment  of  an  access  charges  system. 

— A  Federal-State  joint  board  created  to  assist  FCC  in 
determining  the  appropriate  costs  for  access  services 
and  carrying  out  other  tasks  attendant  to  the  development 
of  an  access  system. 


Basic  actions  and  conditions  needed  to 
ensure  fair,  nondiscr iminatory  access 

As  long  as  the  present  situation  exists  under  which  inter¬ 
exchange  services  are  divided  between  FCC  regulated  interstate  and 
State  regulated  intrastate  services,  the  formulation  of  a  fully 
workable  access  charges  system  will  be  made  difficult — since 
determinations  of  access  charges  may  differ  from  jurisdiction  to 
jurisdiction.  Placing  the  development  of  access  charges  for  all 
interexchange  services  under  FCC's  jurisdiction  will  consolidate 
within  one  agency  responsibility  for  the  development  and  mainten¬ 
ance  of  a  system  which  can  ensure  nondiscr iminatory  access  for 
all  interexchange  services.  States  would  retain  jurisdiction  over 
local  service,  except  for  those  facilities  and  service  offerings 
used  primarily  for  the  origination  and  termination  of  interex¬ 
change  traffic. 

Legislatively  requiring  that  access  be  offered  under  tariff 
and  empowering  FCC  with  additional  regulatory  tools  to  promote 
compliance  could  assure  that  all  local  exchange  carriers  offer  a 
full  array  of  access  services  to  all  interexchange  carriers  and 
other  customers  on  a  fair,  non-discr iminatory  basis.  Such  an 
approach  would,  in  our  view,  open  access  arrangements  to  greater 
public  scrutiny  and  help  alleviate  concerns  regarding  competitive 
fairness  which  exist  under  separations  and  settlements  procedures. 
These  tariffs  should  set  forth  access  terms,  conditions  and  rates, 
that  apply  to  all  carriers  and  all  service  offerings,  including 
those  cases  in  which  a  carrier  offering  interexchange  services 
obtains  access  through  an  affiliated  local  exchange  company. 

Because  the  filing  of  access  tariffs  by  each  of  the  approxi¬ 
mately  1,500  telephone  companies  in  the  United  States  would 
place  a  substantial  burden  on  FCC,  we  believe  that  several 
actions  can  be  taken.  FCC  needs  to  be  given  authority  to  dele¬ 
gate  responsibility  to  State  public  utility  commissions  for  the 
approval  of  tariffs  submitted  by  small  telephone  companies, 
under  rules  and  guidelines  which  it  promulgates.  Further,  car¬ 
riers  need  to  be  allowed  to  file  tariffs  using  average  schedules 
or  to  participate  in  voluntary  pooling  arrangements  under  rules 
developed  by  FCC,  to  the  extent  that  such  actions  are  consistent 
with  the  development  and  preservation  of  fair,  nondiscr iminatory 
access  conditions. 

Beyond  a  tariff  provision)  additional  tools  could  also  in¬ 
crease  FCC's  ability  to  promote  compliance  with  the  nondiscrimina- 
tory  access  requirement.  One  such  tool  would  involve  authorizing 
FCC  to  adjust  access  fees  so  as  to  provide  incentives  for  local 
exchange  carriers  to  provide  nondiscr iminatory  interconnection. 

Procedures  are  also  needed  which  can  be  used  to  offset,  on 
an  interim  basis,  any  drastic  increases  in  local  exchange  costs 
which  may  result  from  the  implementation  of  an  access  charge 
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system.  1/  During  recent  years  the  relative  amount  of  local  ex¬ 
change  costs  assigned  to  interstate  services  has  gradually  in¬ 
creased,  giving  rise  to  the  notion  that  rates  for  such  services 
subsidize  intrastate  rates,  and  in  particular  local  exchange  rates 
The  existence  and  magnitude  of  any  such  subsidy,  however,  is  un¬ 
clear.  In  this  regard,  some  parties  have  argued  that  while  the  in 
terstate  cost  burden  has  increased,  no  subsidy  exists  since  much 
of  the  local  exchange  plant  was  designed  exclusively  for  the  pro¬ 
vision  of  long  distance  services.  A  detailed  cost  study  will  ap¬ 
parently  be  needed  to  determine  what  local  exchange  costs  inter¬ 
exchange  services  should  ultimately  bear  and  whether  any  subsidy 
presently  exists. 

Ultimately,  we  believe  that  the  access  charges  for  interex¬ 
change  services  need  to  be  strictly  based  on  cost.  However,  if 
it  is  determined  that  the  cost  burden  presently  placed  on  such 
services  through  the  separations  process  exceeds  the  "proper"  cost 
assignment  and  a  shift  to  a  cost-based  assignment  would  result  in 
a  substantial  increase  in  local  rates,  it  may  be  necessary  to 
continue  some  subsidization  of  local  services  on  an  interim  basis. 
Thus,  procedures  should  be  established  which  can  ensure  the  equit¬ 
able  provision  of  such  a  subsidy,  if  it  is  found  to  be  necessary. 
One  possible  mechanism  for  providing  this  subsidy  would  be  the 
creation  of  a  pool  which  would  be  used  to  collect  a  surcharge  ap¬ 
plied  on  a  nondiscr iminatory  basis  to  interexchange  access  charges 
These  surcharges  would  then  be  redistributed  to  certain  local  ex¬ 
change  carriers  on  the  basis  of  need.  The  amounts  of  such  sur¬ 
charges  should  be  determined  by  FCC.  In  addition,  payments  to 
local  carriers  from  the  pool  should  only  be  made  under  congres- 
sionally  mandated  guidelines  and  on  approval  by  FCC  of  applica¬ 
tions  from  carriers  which  clearly  indicate  the  need  for  and  uses 
to  be  made  of  such  funds.  In  general,  we  believe  that  such  sub¬ 
sidies  should  be  directed  primarily  at  small  local  exchange  car¬ 
riers  who  are  least  likely  to  be  able  to  adjust  to  increased  cost 
burdens  without  significantly  raising  local  rates. 

We  believe  that  a  legislatively  established  FCC-State  joint 
board  will  also  facilitate  the  development  of  a  comprehensive  ac¬ 
cess  system  by  providing  State  public  utility  commissions  a  voice 
in  determining  the  outcome  of  decisions  which  will  affect  serv¬ 
ices  subject  to  their  regulatory  jurisdiction.  In  this  regard, 
the  Joint  Board  needs  to  be  involved  in  determining  local  exchange 
boundaries,  apportioning  local  exchange  costs  between  exchange  and 
interexchange  operations,  making  changes  in  separations  and  set¬ 
tlements  procedures  to  the  extent  necessary  to  facilitate  transi¬ 
tion  to  an  access  charges  system,  and  establishing  and  overseeing 


1/As  noted  on  page  172,  the  access  charges  proposal  set  forth  by 
FCC  in  the  second  supplemental  notice  of  the  MTS/WATS  inquiry 
would  continue  to  be  based  on  existing  separations  and  settle¬ 
ments  procedures  and,  thus,  should  in  and  of  itself,  have  no 
direct  effect  on  local  exchange  rates. 


the  management  of  the  subsidy  mechanism.  We  believe,  however, 
that  FCC  needs  to  have  the  ultimate  responsibility  for  approv¬ 
ing  the  assignment  of  costs  to  interexchange  services,  estab¬ 
lishing  schedules  of  access  surcharges,  approving  applications 
for  subsidy  payments  and  taking  actions  to  ensure  the  existence 
of  nondiscr iminatory  access  arrangements. 

Steps  needed  during  transition  to  a 
comprehensive  access  system 

As  is  clear  from  the  magnitude  and  complexity  of  the  tasks 
we  have  described,  the  transition  to  a  fully  workable  comprehen¬ 
sive  system  for  interexchange  access  to  local  exchange  facilities 
is  likely  to  be  long  and  arduous.  While  no  precise  estimate  of 
the  time  frame  during  which  such  a  system  could  be  established 
exists,  a  minimum  of  several  years  would  not  be  surprising.  In 
the  interim,  we  believe  that  establishing  procedures  which  would 
replace  the  existing  compensation  arrangements  with  a  unified, 
tariff  based  system  may  be  beneficial.  However,  such  a  system 
should  be  established  in  accordance  with  the  criteria  we  noted  on 
page  177. 

To  better  determine  the  need  for  and  desirability  of  estab¬ 
lishing  some  interim  solution  before  a  long  term  access  system 
is  established,  we  believe,  however,  that  more  information  is 
needed.  Thus,  we  believe  that  following  the  enactment  of  legis¬ 
lation,  the  Congress  needs  to  require  within  a  short  timeframe 
(6  months  would  seem  reasonable)  FCC,  in  consultation  with  the 
joint  board  to  develop  a  plan  which  will  set  forth  the  steps 
needed  to  develop  a  fully  workable  access  system  and  specify  the 
timeframes  needed  for  its  implementation.  In  light  of  this  plan, 
FCC  should  be  in  a  better  position  to  determine  whether  interim 
action  is  needed  and  how  any  such  action  proposed  will  facilitate 
or  hinder  the  development  of  a  long-term  access  system. 

The  tasks  which  must  be  undertaken  to  develop  a  workable 
access  system  are  also  likely  to  be  resource  intensive.  For 
example,  FCC  and  the  Joint  Board  will  be  responsible  for,  among 
other  things,  redefining  jurisdictional  boundaries,  determining 
cost  assignments,  processing  access  tariffs,  administering  sub¬ 
sidy  procedures,  if  necessary,  and  taking  action  to  detect  and 
prevent  the  recurrence  of  access  discrimination.  Once  a  workable 
access  system  is  fully  developed  and  in  place,  the  need  for 
regulatory  involvement  will  undoubtedly  decline.  However,  during 
transition,  we  believe  that  it  is  important  that  adequate  re¬ 
sources  be  assigned  to  carry  out  the  tasks  needed  to  develop  a 
comprehensive  access  system  and  thereby  facilitate  the  establish¬ 
ment  of  a  fully  competitive  environment. 

CONCLUSIONS 

Since  competition  was  first  allowed  in  interstate  telecom¬ 
munications  services,  a  decade  ago,  FCC  has  set  forth  the 
requirement  that  all  carriers  offering  authorized  interstate 
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communications  services  be  allowed  access  to  local  exchange  faci¬ 
lities  on  a  nondiscr iminatory  basis.  During  the  period  since 
then,  FCC  has  taken  various  actions  aimed  at  correcting  discrimi¬ 
nation  problems  involving  both  access  arrangements  and  charges. 
However,  problems  continue  to  exist. 

As  part  of  its  MTS/WATS  market  structure  proceeding,  FCC  has 
proposed  further  actions  in  which  it  intends  to  improve  existing 
access  arrangements  and  establish  an  interim  access  charges  sys¬ 
tem.  FCC's  actions  do  not,  however,  provide  a  framework  from 
which  the  following  questions  can  be  resolved: 

— What  types  and  levels  of  interconnection  should  telephone 
companies  be  required  to  provide  to  competitive  carriers? 

— What  rates  should  be  charged  to  competitors  for  access 
to  local  exchanges? 

— What  are  the  effects  of  competition  on  any  subsidies  which 
may  have  been  provided  between  interstate  services  and 
intrastate  services? 

— Can  nondiscr iminatory  access  conditions  be  assured 
without  major  changes  in  telephone  industry  structure 
and  procedures? 

We  believe  that  congressional  action  is  needed  to  address 
these  questions.  In  this  regard,  we  believe  that  by  amending 
the  Communications  Act  of  1934  to  establish  the  basic  conditions 
and  mechanisms  to  achieve  nondiscr iminatory  access  arrangements 
and  charges,  the  Congress  will  take  a  necessary  step  toward  es¬ 
tablishing  the  existence  of  a  fully  competitive  communications 
environment. 

While  the  Congress  is  taking  the  necessary  steps  to  enact 
such  legislation,  we  also  believe  that  FCC  should  work  in  con¬ 
cert  with  State  commissions,  toward  formulating  a  long-term  plan 
which  can  be  used  to  effectively  discharge  the  responsibilities 
which  will  be  assigned  to  it  by  the  Congress.  For  example,  it 
should  work  toward  establishing  timetables  for  revising  juris¬ 
dictional  boundaries,  formulating  costing  principles  and  con¬ 
ducting  cost  studies  to  determine  access  costs  for  interexchange 
services,  and  making  necessary  changes  in  tariffs  and  accounting 
procedures.  This  should  not  only  enable  FCC  to  "hit  the  ground 
running,"  once  legislation  is  passed,  but  also  place  it  in  a 
much  better  position  to  evaluate  the  desirability  of  proceeding 
further  with  interim  actions  such  as  it  has  proposed.  This  would 
be  in  addition  to  our  recommendation  in  chapter  6  that  FCC  in¬ 
itiate  a  proceeding  to  evaluate  the  need  for  requiring  dominant 
interexchange  carriers  to  establish  separate  subsidiaries  for 
those  operations,  if  they  are  also  monopoly  providers  of  local 
exchange  services. 
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RECOMMENDATION  TO  THE  CONGRESS 


We  recommend  that  the  Congress  amend  the  Communications  Act 
of  1934  to  establish  the  basic  framework  necessary  to  create  the 
existence  of  nondiscr iminatory  access  conditions.  In  doing  so 
the  Congress  should  consider  the  following  provisions: 

— FCC  be  given  regulatory  authority  over  all  inter¬ 
exchange  telecommunications  facilities  and  services. 

— Access  to  local  exchange  facilities  to  be  offered  to 
all  carriers  and  other  customers  under  nondiscr iminatory 
rates,  terms,  and  conditions. 

— Rates  charged  for  local  exchange  access  be  assigned  to 
interexchange  services  on  the  basis  of  cost. 

— Access  services  to  all  interexchange  carriers,  including 
affiliated  companies,  would  be  filed  under  tariff. 

— FCC  be  empowered  to  prescribe  access  rates  to  provide 
carriers  with  the  strongest  possible  incentive  to  provide 
nondiscr iminatory  access  as  well  as  to  take  other  actions 
necessary  to  end  access  discrimination. 

— Procedures  to  be  established  which  could  be  used  on  an 
interim  basis  to  provide  funds  from  interexchange  serv¬ 
ices  which  could  be  collected  if  needed  to  offset  cost 
increases  which  arise  as  the  result  of  the  implementation 
of  an  access  charges  system.  Such  funds  would  be  dis¬ 
tributed  only  to  local  exchange  carriers  upon  approval 
of  applications  by  FCC. 

— A  Federal-State  Joint  Board  be  established  to  assist 
FCC  with  the  development  of  an  access  charges  mechanism. 

— FCC,  in  consultation  with  the  Joint  Board  file  a  long-term 
plan  setting  forth  the  steps  which  it  proposes  to  develop 
an  access  system,  including  the  need  for  and  outline  of 
interim  action  before  a  permanent  system  is  developed. 

RECOMMENDATION  TO  THE  CHAIRMAN.  FCC 

We  recommend  the  Commission  initiate  a  project  within  the 
Common  Carrier  Bureau  to  develop  a  long-term  plan  for  carrying 
out  the  tasks  necessary  to  establish  an  access  charges  system 
in  light  of  the  framework  described  in  this  report.  It  should 
use  this  plan  as  a  basis  for  evaluating  the  need  for  and  desir¬ 
ability  of  any  interim  action  which  it  proposes. 
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KEY 


Section 

1 

201 (a  and 


202(a) 

203 (a  and 


204 


205(a) 


SECTIONS  OF  THE  COMMUNICATIONS  ACT  OF  1934 
RELATING  TO  DOMESTIC  COMMON  CARRIERS 


b) 


b) 


Subject 


Key  provisions 


Purpose  of  act  Created  FCC  for  regulating 

interstate  and  foreign  com¬ 
merce  by  wire  and  radio.  Set 
policy  goals  for  regulation. 


Common  carrier 
service  & 
charges 


Discrimination 


Schedules  of 
charges 


Hearings  on 
lawfulness 
of  new 
charges 


FCC  authority 
to  prescribe 
rates 


Under  section  201(a)  carriers 
must  furnish  service  upon  rea¬ 
sonable  request  and  must  es¬ 
tablish  physical  connections 
and  through  routes  with  other 
carriers  if  FCC  determines 
this  is  in  the  public  interest. 
Under  section  201(b)  all 
charges,  practices,  classifi¬ 
cations,  and  regulations 
must  be  just  and  reasonable. 

Section  202(a)  bans  unjust  or 
unreasonable  discrimination 
by  carriers  in  charges, 
practices,  classifications, 
regulations,  and  facilities. 

Section  203(a)  requires  every 
carrier  to  file  with  FCC  pub¬ 
lic  tariffs.  Under  section 
203(b)  no  changes  may  be  made 
to  these  tariffs  without  30 
days  notice. 

FCC  may  conduct  a  hearing  on 
the  lawfulness  of  a  tariff 
filed  with  it.  Pending  a  hear¬ 
ing,  FCC  may  also  suspend  the 
tariff  for  5  months?  however, 
after  5  months  the  tariff  will 
go  into  effect.  In  the  case 
of  an  increased  charge,  FCC 
may  order  a  refund  after  the 
hearing. 

After  a  hearing  at  which  FCC 
determines  a  charge  violates 
the  act,  it  may  prescribe  a 
just  and  reasonable  charge. 
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Section 

214 ( a ,  c 
and  d) 


218 


220 (a  and 


221(c) 


Subject 

Facilities 

authorizations 


Inquiries  into 
management 


Key  provisions 

Under  section  214(a)  the  con¬ 
struction  or  extension  of  com¬ 
munications  lines  may  not  take 
place  until  the  carrier  re¬ 
ceives  from  FCC  a  certificate 
that  the  public  convenience 
and  necessity  require  the  car¬ 
rier's  action.  Section  214(c) 
gives  FCC  the  power  to  issue 
the  certificate  as  applied 
for,  to  refuse  to  grant  it, 
or  to  attach  conditions  which 
FCC  feels  the  public  con¬ 
venience  and  necessity  re¬ 
quire.  Under  section  214(d), 
FCC  may  also  require  carriers 
to  provide  facilities  which 
are  reasonably  required  by 
the  public  convenience  and 
necessity. 

FCC  may  inquire  into  the  man¬ 
agement  of  the  business  of 
all  carriers.  It  may  also 
obtain  from  the  carriers  full 
and  complete  information 
necessary  to  enable  it  to 
perform  its  duties  under  the 
act. 


b)  Accounting 
practices 


Special 

provisions 
for  telephone 
companies 


Under  section  220(a),  FCC 
may  prescribe  all  accounts 
and  records  kept  by  carriers. 
FCC  may  also  prescribe  the 
depreciation  practices  used 
by  the  carriers  under  section 
220(b) . 

After  proper  hearing  and 

notice  FCC  may  classify  the 
property  of  telephone  carriers 
and  determine  what  property  is 
used  in  interstate  telephone 
service . 
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FEDERAL,  STATE,  AND  PRIVATE  ORGANIZATIONS 
INTERVIEWED 


We  obtained  information  from  the  following  individuals 
and  organizations  or  their  legal  representatives. 

Federal  Government 


National  Telecommunications  and  Information  Administration 

Department  of  Justice 

Office  of  Technology  Assessment 

Congressional  Budget  Office 

Federal  Energy  Regulatory  Commission 

Federal  Trade  Commission 

State  Government 


Michigan  Public  Service  Commission 

State  of  New  York  Public  Service  Commission 

Public  Service  Commission  of  Wisconsin 

Common  carriers 


American  Telephone  and  Telegraph  Company 
The  Western  Union  Telegraph  Co. 

MCI  Telecommunications  Corporation 
Southern  Pacific  Communications  Co. 

GTE-Telenet 

Associations 

Ad  Hoc  Committee  for  Competitive  Telecommunications 
Ad  Hoc  Telecommunications  Users  Group 
North  American  Telephone  Association 

National  Association  of  Regulatory  Utility  Commissioners 
National  Citizens  Committee  for  Broadcasting 
Organization  for  the  Protection  and  Advancement  of  Small 
Telephone  Companies 
Public  Citizens  Congress  Watch 
U.S.  Independent  Telephone  Association 

Former  FCC  officials  and  academics 


Walter  Bolter — Former  Chief  of  FCC's  Economics  Division, 

Common  Carrier  Bureau 

Walter  Hinchman — Former  Chief  of  FCC's  Common  Carrier  Bureau 
David  Irwin — Former  Chief  of  FCC's  Policy  and  Program 

Planning  Division,  Common  Carrier  Bureau 
Harry  Trebing — Director,  Institute  of  Public  Utilities, 

Graduate  School  of  Business  Administration, 
Michigan  State  University 
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CONSULTANTS  EMPLOYED 

Ronald  W.  Melicher,  D.B.A. ,  Head,  Finance  Division,  Graduate 
School  of  Business  Administration,  University  of  Colorado 

William  H.  Melody,  Phd.,  Professor,  Department  of  Communication, 
Simon  Praser  University 

J.  William  Mihuc,  Utility  and  Telecommunications  Consultant, 
Lan9ley  Park,  Md. 
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CHRONOLOGY  OF  KEY  FCC  DECISIONS 
REGARDING  COMPETITION 
TERMINAL  EQUIPMENT  DECISIONS 

Traditionally,  telephone  company  tariffs  prohibited 
customers  from  using  any  device  not  supplied  by  the  company 
in  connection  with  the  services  it  provided.  In  the  1956 
Hush-A-Phone  (Hush-A-Phone  Corp.  v.  United  States ,  238  F. 

2d  266  (D.C.  Cir.  1956)),  case  this  prohibition  was  first 
challenged . 

The  Hush-A-Phone  was  a  plastic  cup-like  device  placed  over 
the  handset  to  facilitate  private  conversations.  In  reaching 
its  decision  that  AT&T  acted  unlawfully  by  disallowing  the 
Hush-A-Phone* s  use,  the  U.S.  Court  of  Appeals  established  the 
principle  that  telephone  subscribers  have  a  right  to  use  the 
telecommunications  system  in  ways  which  are  privately  beneficial 
but  which  do  not  harm  the  system's  integrity,  and  that  tariffs 
which  interfere  with  this  right  are  unreasonable. 

After  the  Hush-A-Phone  decision,  the  industry  made  some 
changes  in  its  tariffs,  but  the  general  prohibition  against 
connective  customer-provided  terminal  devices  continued.  In 
its  1968  Carterfone  (13  FCC  2d  420  (1968))  decision,  FCC  ruled 
that  the  existing  tariff  provisions  were  unlawful  because  they 
violated  the  consumer's  right  to  interconnect  the  Carterfone 
device.  FCC  found  that  this  device  which  would  couple  a  mobile 
telephone  to  the  telephone  system  improved  the  system's  utility 
and  did  not  harm  the  system's  integrity.  FCC  also  made  it  clear 
that  its  decision  was  not  limited  to  the  Carterfone  device  per  se, 
but  rather  constituted  a  general  policy. 

After  the  Carterfone  decision,  the  carriers  filed  tariffs 
allowing  interconnection  if  a  connecting  arrangement  provided 
by  the  telephone  company  was  used  to  protect  the  telephone  system 
from  harm.  In  1972,  these  tariffs  came  under  additional  scrutiny, 
with  FCC  recognizing  that  the  carrier-supplied  connecting  arrange¬ 
ment  could  impose  a  substantial  and  possibly  discriminatory  burden 
on  consumers  installing  their  own  terminal  equipment.  This  po¬ 
tential  for  discrimination  became  very  clear  when  consumers  pur¬ 
chased  their  equipment  from  the  same  firms  which  supplied  the 
carriers,  with  the  consumer-supplied  equipment  requiring  a  con¬ 
necting  device  while  the  identical  carrier-supplied  equipment  did 
not. 

As  a  result,  FCC  in  1972  initiated  Docket  19528  to  investi¬ 
gate  alternative  interconnection  methods.  A  Federal-State  Joint 
Board  was  instituted  to  make  recommendations  to  the  Commission. 
Based  on  the  Joint  Board's  recommendations,  the  Commission  in 
November  1975  established  a  registration  program  for  ancillary 
and  data  terminal  equipment.  The  registration  program  provided 
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certain  technical  requirements  to  ensure  that  the  equipment  would 
not  harm  the  system.  Terminal  equipment  which  met  these  require¬ 
ments  was  registered  and  allowed  to  be  used. 

In  March  1976,  FCC  extended  the  registration  program  to  main 
station  telephones,  key  telephone  systems,  and  private  branch  ex¬ 
changes.  The  carriers  subsequently  appealed  this  action.  The 
Fourth  Circuit  Court  of  Appeals  affirmed  all  FCC's  decisions  in 
this  area,  and  in  October  1977  FCC's  registration  program  became 
effective.  1/  Accordingly,  telephone  subscribers  who  have  the 
right  under  Carterfone  to  provide  and  interconnect  their  own 
terminal  equipment  may  now  do  so  without  a  carrier-supplied  con¬ 
necting  arrangement,  provided  such  equipment  is  registered  pur¬ 
suant  to  the  Commission's  rules  and  the  telephone  company  has 
been  properly  notified. 

The  primary  rationale  behind  these  decisions  was  the  con¬ 
sumer's  right  to  interconnect  with  the  system  devices  of  his  or 
her  own  choosing  which  increased  the  system's  utility  to  him  or 
her  without  harming  the  system's  integrity.  Issues  of  natural 
monopoly  in  the  terminal  equipment  sector  were  not  raised  be¬ 
cause  it  is  generally  recognized  that  economies  of  scale  are 
not  prevalent  in  this  sector. 

With  regard  to  system  integrity,  FCC  felt  that  the  registra¬ 
tion  program  was  sufficient  to  ensure  that  the  system  would  not 
be  harmed  and  that  consumer's  rights  would  not  be  violated  by  the 
interconnection  of  customer-provided  devices. 

SPECIALIZED  PRIVATE  LINE  SERVICES  DECISIONS 

Before  the  1960s,  only  the  established  carriers  and  Western 
Onion  offered  private  line  services,  with  those  services  generally 
being  either  telegraph  or  voice  grade  circuits.  The  advent  of 
computers  and  the  electronics  revolution,  in  conjunction  with 
changing  social  and  economic  developments  and  needs,  created  new 
demands  for  specialized  intercity  communication  services.  In 
addition,  the  introduction  of  microwave  technology  promised  to 
lower  the  costs  of  intercity  transmission  and  to  make  it  econom¬ 
ically  feasible  for  firms  other  than  the  established  carriers  to 
construct  microwave  transmission  networks  to  serve  the  growing 
demand . 

The  first  FCC  decision  to  respond  to  these  demands  was  the 
1959  Above  890  Decision  (27  FCC  359  (1959)),  which  allocated  part 
of  the  microwave  spectrum  to  private  business  users.  In  issuing 
this  order  FCC  reasoned  that  an  adequate  number  of  frequencies 
existed  in  the  microwave  spectrum  to  satisfy  both  the  common 


1/North  Carolina  Utilities  Commission  v.  F.C.C.  537  F.  2d  787 
(1976),  cert,  denied  429  U.S.  1027  (1976). 
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carders'  and  private  systems'  future  needs,  in  addition,  the 
Commission  determined  that  there  was  not  much  likelihood  that 
the  common  carriers  would  suffer  any  adverse  economic  effects 
from  the  entry  of  private  communications  systems. 

Despite  this  decision,  a  growing  demand  for  specialized 
intercity  communications  systems  continued,  as  a  result  of  the 
growth  of  computer  technology.  To  evaluate  this  demand  the  Com¬ 
mission  initiated  a  rulemaking  proceeding  which  culminated  in  the 
Specialized  Common  Carrier  Decision  (29  FCC  2d  870  (1971)). 

This  decision  established  a  Commission  policy  favoring  new  entry 
in  the  specialized  communications  field. 

As  a  rationale  for  this  decision,  the  Commission  argued 
that  the  specialized  common  carriers  were. not  entering  a  fixed 
homogeneous  market  with  the  same  services  but  rather  were  seeking 
to  develop  new,  more  heterogeneous  markets.  As  a  result,  they 
could  be  expected  to  satisfy  demands  which  were  not  being  met  by 
existing  carriers  and  expand  the  size  of  the  aggregate  telecom¬ 
munications  market. 

In  response  to  these  decisions,  the  argument  of  a  natural 
monopoly  in  intercity  transmission  was  raised.  The  Commission 
noted  that  economies  of  scale  largely  occur  in  markets  where 
the  technology  is  stable  and  the  market  is  homogeneous.  In 
contrast,  FCC  argued  that  the  market  for  specialized  communi¬ 
cations  is  characterized  by  rapidly  changing  technology  and 
diverse  consumer  demands. 

In  its  1972  DOMSAT  Decision  (35  FCC  2d  844  (1972)),  FCC 
extended  its  multiple  entry  policy  for  licensing  specialized 
common  carriers  using  microwave  systems  to  licensing  special¬ 
ized  common  carriers  seeking  to  use  domestic  satellite  sys¬ 
tems.  As  a  rationale  for  this  policy  the  Commission  concluded 
that  a  competitive  supply  market  would  be  more  dynamic  and 
would  encourage  service  and  technical  innovation  as  well  as 
provide  an  impetus  to  minimize  costs  and  prices  to  the  consumer. 

In  addition,  FCC  permitted  the  establishment  of  "value- 
added"  carriers  in  1973  and  authorized  the  resale  and  sharing  of 
certain  private  line  telecommunications  services  in  1976. 

Value-added  carriers  lease  channels  from  other  carriers  and 
then  add  extra  services  or  "value"  before  reselling  them  to  the 
final  consumer.  Resale  is  the  subscription  to  communications 
services  and  facilities  by  one  entity  with  the  subsequent  resale 
to  the  public  for  profit.  Sharing  is  a  nonprofit  arrangement  in 
which  several  users  collectively  use  and  pay  for  communications 
services  and  facilities  provided  by  existing  carriers. 
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THE  EXECUNET  DECISION — OPENING 
MESSAGE  SERVICES  TO  COMPETITION 

In  September  1974,  the  MCI  Telecommunications  Corporation, 
a  specialized  common  carrier,  filed  a  tariff  application  with 
PCC  to  provide  a  service  known  as  Execunet.  With  Execunet, 
a  customer  can  dial  a  local  MCI  number  and  be  connected  through 
a  microwave  system  to  another  telephone  in  another  city  served 
by  the  firm. 

After  several  procedural  disputes  and  an  informal  letter 
to  MCI  in  July  1975  rejecting  its  tariff,  FCC  in  July  1976 
issued  an  extensive  final  opinion  finding  that  MCI  was  not 
authorized  to  offer  Execunet.  In  that  opinion,  the  Commission 
relied  on  its  Specialized  Common  Carrier  Decision,  pursuant 
to  which  most  specialized  carrier  facilities  authorizations 
have  been  issued.  FCC  felt  that  the  Specialized  Common  Car¬ 
rier  Decision  dealt  with  only  private  line  services,  which 
specialized  carriers  like  MCI  had  applied  to  provide,  and  did 
not  open  other  areas  such  as  MTS/WATS  to  competition. 

FCC  found  that  Execunet  was  not  a  private  line  service, 
but  rather  had  the  essential  characteristics  of  the  MTS/WATS 
service  offered  as  a  monopoly  by  AT&T.  Therefore,  FCC  re¬ 
jected  MCI's  Execunet  tariff  as  unlawful  because  it  violated 
FCC's  Specialized  Common  Carrier  Decision. 

MCI  subsequently  appealed  FCC's  decision  to  the  U.S.  Court 
of  Appeals  for  the  District  of  Columbia.  In  its  July  1977  deci¬ 
sion  1/  the  court  said  that  while  FCC  had  the  statutory  authority 
to  authorize  competition  in  limited  areas  with  restrictions, 
section  214  (c)  of  the  Communications  Act  required  FCC  to  make 
an  affirmative  determination  that  the  public  interest  requires 
such  restrictions.  Regarding  FCC's  Specialized  Common  Carrier 
Decision,  the  court  said  FCC  had  not  properly  made  such  a  deter¬ 
mination.  Instead,  the  court  said: 

"*  *  *  it  appears  that  the  Commission  saw  bene¬ 
fits  accruing  to  the  public  from  the  services 
which  were  before  it.  In  granting  the  facil¬ 
ities  authorizations  on  the  basis  of  that  public 
interest  finding,  the  Commission  did  not  perhaps 
intend  to  open  the  field  of  common  carrier  com¬ 
munications  generally,  but  its  constant  stress 
on  the  fact  that  specialized  carriers  would  pro¬ 
vide  new,  innovative,  and  hitherto  unheard-of 
communications  services  clearly  indicates  that 


1/MCI  Telecommunications  Corp.  v.  F.C.C.  561  F.  2d  365  (1977), 
cert,  denied  434  U.S.  1040  (1978).  Hereinafter  referred 
to  as  the  Execunet  Decision. 
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it  had  no  very  clear  idea  of  precisely  how  far 
or  to  what  services  the  field  should  be  opened. 

*  *  *  There  being  no  affirmative  determination 
of  public  interest  need  for  restrictions, 

NCI's  facility  authorizations  are  not  restricted 
and  therefore  its  tariff  applications  could  not 
properly  be  rejected." 

In  reaching  its  decision,  the  court  did  not  determine  whether 
the  competition  in  monopolized  long-distance  service  like  that 
posed  by  Execunet  was  in  the  public  interest.  That  determination 
was  left  to  the  Commission.  In  addition,  it  did  not  disturb  FCC's 
finding  that  Execunet  was  not  a  private  line  service.  In  January 
1978,  the  Supreme  Court  denied  FCC's  petitions  for  review. 

Following  the  Supreme  Court's  action,  AT&T  applied  to  FCC 
for  a  declaratory  ruling  to  clarify  and  define  precisely  what 
obligations  AT&T  had  regarding  interconnection  with  MCI  for 
Execunet.  In  its  ruling  FCC  said  that  AT&T's  interconnection 
obligations  were  only  for  private  line  services  and  that  the 
Commission  had  not  made  the  affirmative  public  interest  finding 
required  by  section  201(a)  regarding  the  interconnection  of 
Execunet. 

NCI  subsequently  appealed  this  ruling  and  filed  a  motion  to 
require  compliance  with  the  court's  first  Execunet  mandate.  FCC 
opposed  MCI  stating  that  the  first  mandate  was  not  related  to 
interconnection.  Rather,  the  court  had  found  only  an  error  in 
FCC's  decisions  regarding  section  214. 

On  appeal,  however,  the  court  said  that  FCC  read  its  original 
decision  too  narrowly  and  that  its  decision  carried  a  broad  inter¬ 
connection  mandate.  1/  In  August  1978,  FCC  filed  for  review  of 
this  most  recent  decTsion  with  the  Supreme  Court.  In  December 
1978,  the  Supreme  Court  denied  FCC's  petitions  for  review  of  the 
second  Execunet  Decision. 

In  response  to  the  Execunet  decisions,  FCC  in  February  1978 
began  a  proceeding  to  decide  whether  long  distance  service — both 
MTS  and  WATS — should  be  provided  as  a  monopoly  by  AT&T  or  should 
be  open  to  competitive  entry.  In  August  1980  FCC  decided  not  to 
create  a  monopoly  in  these  services  stating  that  they  were  con¬ 
vinced  that  competition  in  all  interstate  interexchange  services 
was  in  the  public  interest  and  would  further  the  goals  of  the 
Communications  Act. 


1/MCI  Telecommunications  Coro,  v  F.C.C. ,  580  F  2d  590  (1978), 
cert,  denied  439  U.S.  966(1978),  also  referred  to  as  the 
Execunet  II  decision. 
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WESTERN  UNION  PUBLIC  MESSAGE 
TELEGRAPH  SERVICE  DECISION 

Unlike  AT&T,  Western  Union  had  enjoyed  a  de  jure  monopoly 
of  telegraph  services.  In  March  1978,  FCC  began  an  inquiry  to 
determine  whether  Western  Union  should  retain  its  monopoly. 
This  action  was  prompted  by  the  application  of  Graphnet — a 
value-added  carrier~to  obtain  permission  to  deliver  interna¬ 
tional  public  messages  domestically.  To  approve  Graphnet' s 
application  FCC  had  to  determine  whether  entry  should  be 
allowed  into  domestic  public  message  telegraph  service.  In 
January  1979,  FCC  decided  to  end  Western  Union's  monopoly  and 
allow  competitive  entry  because  the  service  was  currently  in 
decline  and  entry  would  improve  the  services  offered  in  the 
public  message  market. 


I 
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PRINCIPLES  OF  RATE  OF  RETORN/RATE  BASE  REGULATION 
DETERMINING  A  FAIR  RATE  OF  RETURN 


Under  rate  of  return/rate  base  regulation  firms  are  entitled 
to  earn  a  fair  return  on  property  which  they  employ  in  providing 
service.  This  return  is  intended  to  compensate  investors  who 
have  contributed  funds  to  finance  the  firm's  operations. 

According  to  guidelines  issued  by  the  Supreme  Court,  a  firm's 
allowed  rate  of  return  should  be  equivalent  to  that  earned  by 
other  firms  which  experience  comparable  business  risks.  1/  The 
rate  of  return  is  also  to  be  (1)  sufficient  to  assure  confidence 
in  the  firm's  financial  condition  and  (2)  adequate,  under  effi¬ 
cient  and  economical  management,  to  maintain  its  credit  and  enable 
it  to  attract  money  to  finance  necessary  operations.  The  Supreme 
Court  has  also  held  that  a  firm  is  entitled  to  the  constitutional 
protection  afforded  by  the  "due  process"  and  "equal  protection"  re¬ 
quirements,  to  ensure  that  its  earnings  are  not  unduly  and  un¬ 
justly  restricted. 

In  determining  a  firm's  rate  of  return,  a  regulatory  agency 
must  consider  three  main  factors — the  firm's  cost  of  debt,  its 
cost  of  equity,  and  its  capital  structure.  The  cost  of  debt  is 
the  interest  the  firm  must  pay  on  bonds  and  loans.  The  cost  of 
equity  is  the  return  which  a  firm  must  offer  to  attract  and  main¬ 
tain  both  preferred  and  common  stockholders.  The  capital  struc¬ 
ture  is  the  dollar  mix  of  debt  to  equity  in  terms  of  the  firm's 
total  cost  of  capital. 

The  firm's  rate  of  return  can,  accordingly,  be  computed  by 
using  a  weighted  average  of  its  various  capital  costs.  The  fol¬ 
lowing  example  illustrates  the  computation  for  a  hypothetical 
company  with  a  $1  billion  capital  structure;  long-term  debt  costs 
of  9  percent,  preferred  stock  costs  of  10  percent,  and  common 
stock  costs  of  15  percent.  Based  on  the  proportion  of  each  com¬ 
ponent  in  the  capital  structure,  the  weighted  cost  of  capital  is 
11.5  percent. 


1/See  for  example  Bluefleld  Water  Works  &  Improvement  Co.  v. 
Public  Service  Com,  of  West  Virginia,  262  U.S.  679,  692-93 
(1923). 
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Example  of  Weighted  Cost  of  Capital  Computation 


Capital  structure 


Component 

Amount 

Percent  of 
capital 
structure 

Component 
cost  in 
percent 

Weighted 
cost  in 
percent 

(000,000) 

Long-term  debt 

$  500 

50 

9 

4.5 

Preferred  stock 

100 

10 

10 

1.0 

Common  equity 

400 

40 

15 

6.0 

Total 

$1,000 

100 

11.5 

Most  of  the  difficulties  in  establishing  a  fait  rate  of 
return  have  focused  on  determining  the  value  of  the  firm's  common 
equity.  Two  methods  are  frequently  used  for  determining  common 
equity  costs.  The  first  method  attempts  to  compare  the  earnings 
of  the  firm  in  question  to  those  of  similar  firms,  and  then  to 
make  adjustments  for  differences  in  risk.  For  example,  under 
this  method,  telephone  companies  may  be  compared  to  electric 
utilities  and  manufacturing  firms.  Determining  which  firms  are 
comparable,  evaluating  differences  in  risk  and  translating  such 
differences  into  return  differences  are,  however,  all  difficult 
and  subjective  tasks. 

The  second  method  involves  the  use  of  mathematical  models. 
These  models  may  produce  even  more  subjective  and  controversial 
results  than  does  the  comparable  earnings  method.  Depending  on 
which  model  is  used  and  what  data  and  statistical  techniques  are 
used,  estimates  of  cost  of  equity  produced  may  vary  widely. 

A  further  difficulty  which  a  regulatory  agency  must  face 
when  attempting  to  formulate  a  rate  of  return  is  determining  what 
capital  structure  will  minimize  the  firm’s  weighted  average  cost 
of  capital.  Increasing  the  firm's  debt  financing  up  to  a  certain 
point  should  lower  its  capital  costs,  since  debt  costs  are  lower. 
However,  as  the  firm's  percentage  of  debt  rises,  so  do  the  risks 
borne  by  common  stockholders  since  (1)  they  receive  dividends  only 
after  interest  to  debtholders  and  dividends  to  preferred  stock¬ 
holders  have  been  paid  and  (2)  they  are  the -last  to  be  satisfied 
if  the  firm  is  liquidated.  If  the  firm  continues  to  issue  debt 
financing,  eventually  its  overall  cost  of  capital  is  likely  to 
rise. 


Because  of  the  complexity  involved  in  making  rate  of  return 
determinations,  and  in  light  of  the  legal  requirements  imposed, 
regulatory  agencies  often  use  adversary  hearings  as  part  of 
this  process.  Testimony  is  presented  by  representatives  of  the 
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firm  involved,  the  agency  staff,  and  other  interested  parties. 
Based  on  this  record,  the  Commission  makes  a  judgment  as  to  the 
rate  of  return  to  be  authorized. 

REVIEWING  RATE  BASE 
AND  EXPENSE  ITEMS 


While  the  establishment  of  a  fair  rate  of  return  is  the  most 
direct  means  of  controlling  the  regulated  firm's  profits,  it  alone 
is  not  sufficient  to  ensure  a  reasonable  and  equitable  outcome. 

The  regulatory  agency  must  also  review  the  firm's  rate  base  and 
expenses  to  ensure  that  they  are  needed  to  provide  adequate  service 
to  the  public.  In  this  regard,  the  agency  must  determine  which 
expenditures  belong  in  the  rate  base,  which  are  to  be  allowed  as 
current  expenses,  and  which  should  be  disallowed  completely. 

A  firm's  rate  base  is  the  net  value  of  the  property  used  and 
useful  in  providing  service.  For  telecommunications  firms,  the 
rate  base  includes  such  items  as  land,  buildings,  cables,  poles, 
microwave  towers,  and  switches.  Because  a  firm's  profits  are  re¬ 
lated  to  the  size  of  its  rate  base  as  well  as  its  rate  of  return, 
the  inclusion  of  items  must  be  carefully  evaluated.  This  is 
particularly  true  since  regulated  firms  may  have  incentives  to 
expand  their  rate  bases  beyond  their  most  efficient  levels. 

Expenses  incurred  by  telecommunications  firms  include  main¬ 
tenance  expenses,  taxes,  and  depreciation — the  three  largest 
categories — as  well  as  a  variety  of  other  expenses.  Generally, 
only  those  expenses  which  represent  the  reasonable  costs  of  effi¬ 
cient  operation  may  be  included  in  a  firm's  revenue  requirements. 

Should  the  agency  determine  that  a  cost  should  not  be  in¬ 
cluded  in  the  firm's  revenue  requirement,  it  can  "disallow"  the 
item  by  charging  it  to  the  firm's  stockholders  rather  than  to 
ratepayers.  In  addition,  regulatory  agencies  may  be  given  speci¬ 
fic  authority  to  authorize  the  construction  of  certain  facilities 
by  the  firm.  Such  authority  is  intended,  in  part,  to  help  the 
agency  oversee  the  firm's  costs  and  prevent  undue  rate  base 
expansion. 

To  supervise  regulated  firms'  expenses,  rate  base  items  and 
rate  of  return,  regulatory  agencies,  such  as  FCC,  may  also  pre¬ 
scribe  accounting  systems  to  be  used  by  the  firms  and  require 
them  to  submit  financial  and  operating  reports  in  accordance  with 
rules  formulated  by  the  agency.  Accounting  rules  set  forth, 
among  other  things,  the  kinds  of  costs  which  are  to  be  capitalized 
in  the  rate  base  as  well  as  those  which  are  to  be  considered  as 
current  operating  expenses.  The  reports  contain  details  on  the 
financial  structure  of  the  regulated  company,  names  and  salaries 
of  officers  and  directors,  amounts  of  assets,  liabilities,  in¬ 
come,  expenses,  and  detailed  supporting  schedules  for  major  items. 
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THEORETICAL  CONCERNS  WITH  RATE  OF  RETURN/ 
RATE  BASE  REGULATION 


The  ability  of  rate  of  return/rate  base  regulation  to  achieve 
its  goal  of  producing  rates  similar  to  those  which  would  occur  in 
a  competitive  environment  has  been  widely  discussed  in  economic 
literature.  In  this  literature,  economists  have  pointed  out  a 
number  of  undesirable  side  effects  which  can  result  from  the  im¬ 
position  of  such  regulation.  These  effects  can,  at  the  least, 
lessen  the  benefits  derived  from  limiting  the  firm's  profits  as 
well  as  requiring  regulatory  intervention  in  other  aspects  of  the 
firm's  operations.  Among  the  problems  which  have  been  cited  are 

— the  incentive  for  the  firm  to  excessively  expand 
its  rate  base, 

— the  tendency  for  the  regulated  firm  to  be  less 
cost  conscious, 

— the  tendency  of  the  regulated  firm  to  be  less  in¬ 
novative,  and 

— the  incentive  for  the  firm  to  evade  regulation  and 
enter  unregulated  or  loosely  regulated  areas. 

Excessive  expansion  of  rate  base 

The  theory  that  a  regulated  firm  may  have  incentives  to 
expand  investment  beyond  the  most  efficient  level  has  received 
much  attention.  The  theory  is  largely  based  on  work  done  by 
Averch  and  Johnson  in  1962,  1/  who  concluded  that  if  (1)  a  mono¬ 
poly  utility  firm  wishes  to  maximize  its  profits  and  (2)  its  al¬ 
lowed  rate  of  return  exceeds  its  cost  of  capital  but  is  less  than 
if  it  were  unconstrained,  the  firm  will  substitute  capital  for 
other  factors  of  production  and  operate  at  an  output  where  cost 
is  not  minimized  ,(i.e.,  it  would  excessively  expand  its  rate 
base).  It  has  also  been  suggested  that  such  a  firm  would  have 
incentives  to  enter  other  markets,  even  those  in  which  it  oper¬ 
ates  at  a  long-run  loss,  since  shortfalls  could  be  made  up  in 
other  markets  in  which  the  firm  had  been  previously  prevented 
from  pricing  at  profit  maximizing  levels.  This  could,  in  turn, 
drive  out  other  firms  or  discourage  them  from  entering  such 
markets. 

While  much  has  been  written  on  this  so-called  Averch- 
Johnson  effect,  there  is  little  consensus  on  its  effects  and 
magnitude.  Attempts  to  test  the  theory  empirically  have  produced 


1/H.  Averch  and  L.  L.  Johnson  "Behavior  of  the  Firm  Under 
Regulatory  Constraint,"  American  Economic  Review,  Vol.  52 
(Dec.  1962),  pp.  1053-1069. 
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inconclusive  and  conflicting  results.  No  empirical  study  of  which 
we  are  aware  has  been  attempted  in  the  telecommunications  field. 

Nevertheless,  it  has  been  suggested  that  the  effect  does 
describe  a  real  tendency  which  might  show  up  in  such  things  as 

— the  decision  to  construct  rather  than  lease  a  facility; 

— the  establishment  of  excessively  high  service  standards, 
thus  requiring  more  excess  capacity;  and 

— reluctance  to  use  full  peak  responsibility  pricing  (which 
would  conserve  capital). 

As  noted  earlier,  however,  the  Averch-Johnson  effect  is 
theoretically  valid  only  if  the  rate  of  return  exceeds  the  firm's 
true  cost  of  capital  and  if  the  firm  is  a  profit  maximizer.  Fur¬ 
ther,  since  the  magnitude  of  the  effect  is  questionable,  it  is 
difficult  to  determine  to  what  extent  it  offsets  the  benefits 
of  reducing  monopoly  profits  through  rate  of  return/rate  base 
regulation.  Finally,  economist  Alfred  E.  Kahn  has  suggested  that 
the  effect  may  actually  be  more  beneficial  than  harmful  in  that 
by  encouraging  output  expansion  and  risk  taking,  it  may  offset  a 
monopoly's  natural  incentives  to  underinvest.  1/ 

Reduced  cost  consciousness 

One  of  the  most  telling  effects  of  rate  of  return/rate  base 
regulation  is  its  erosion  of  the  incentive  for  the  regulated  firm 
to  be  cost  efficient.  If  regulation  continuously  limits  the 
firm's  revenue  requirements  to  its  true  cost  of  service,  it  tends 
to  take  away  any  supernormal  returns  (monopoly  profits)  which  re¬ 
sult  from  improvements  in  efficiency  and  cost  reduction.  Lacking 
both  the  ability  to  realize  such  monopoly  profits  as  well  as  the 
spur  of  competition,  the  firm  may  have  no  incentive  to  try  to 
improve  its  efficiency. 

Further,  by  allowing  firms  to  only  earn  their  cost  of 
capital,  a  situation  may  be  created  where  firms  can  pass  on 
inefficiencies  in  higher  rates  without  harming  existing  stock¬ 
holders.  In  fact,  it  may  create  incentives  for  the  firm  to 
pad  its  expenses  and  to  buy  its  services,  materials,  and  other 
inputs  from  financial  affiliates  at  inflated  prices. 

Lack  of  innovation 

A  closely  related  argument  is  that  profit  limitation  through 
rate  of  return/rate  base  regulation  alters  a  firm's  incentive  for 


1/Alfred  E.  Kahn,  The  Economics  of  Regulation:  Principles 
and  Institutions,  Vol.  II  (New  York;  John  Wiley  and  Sons, 
Inc.,  1971) 
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product  innovation.  While  unregulated  firms  may  be  expected 
to  seek  new  inventions  which  will  increase  their  profits,  rate 
of  return  regulation  may  alter  this  incentive.  It  has  been 
argued,  in  this  regard,  that  to  the  extent  that  a  regulatory 
agency  is  able  to  limit  a  firm's  rate  of  return  to  a  normal 
level,  it  takes  away  its  incentive  to  engage  in  high-risk  re¬ 
search  and  development — since  such  activities  only  pay  off  if 
a  high  return  can  be  earned  on  successful  inventions. 

Depreciation  policy  may  further  weaken  a  regulated  firm's 
incentive  to  innovate.  In  cases  where  equipment  becomes 
technologically  obsolete  before  it  is  fully  depreciated,  a 
firm  may  be  reluctant  to  replace  it  with  new  cost-saving 
equipment  for  fear  that  the  regulatory  body  will  require  that 
the  obsolete  equipment  be  removed  from  the  rate  base.  Such 
action  could  conceivably  leave  the  firm  in  a  worse  financial 
position  than  if  it  chose  to  continue  using  the  old  equipment 
until  it  was  fully  depreciated. 

As  in  other  areas,  however,  there  appears  to  be  little 
empirical  evidence  either  proving  or  disproving  a  general 
pervasive  effect  of  regulation  on  innovation. 

Evasion  of  regulation 

Because  rate  of  return  regulation  holds  a  firm's  profits 
below  those  which  it  could  earn  if  unregulated,  firms  have 
incentive  to  evade  regulation.  Thus  a  firm  may  enter  markets 
which  are  unregulated  or  laxly  regulated,  regardless  of  effi¬ 
ciency  reasons,  so  that  it  can  shift  profits  and  revenues  to 
the  unregulated  business  while  shifting  costs  and  assets  to  the 
regulated  activities.  For  example,  if  a  telephone  company  owned 
an  unregulated  equipment  manufacturing  firm,  it  could  conceivably 
transfer  monopoly  profits  from  the  regulated  to  the  unregulated 
market  simply  by  raising  equipment  prices  to  itself. 
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BASIC  PROCEDURES  USED  IN 
ESTABLISHING  RATES  OF  RETURN 


The  procedures  used  by  FCC  in  establishing  rates  of 
return  generally  follow  the  following  basic  framework: 

1.  The  carrier  submits  a  revised  tariff  filing  in 
which  it  calls  for  increased  revenues  needed 

to  earn  a  higher  rate  of  return  than  previously 
authorized  by  FCC.  This  higher  return  is  re¬ 
quired  to  meet  increased  capital  costs.  1/ 

2.  If  FCC  determines  that  the  rate  of  return  aspects 
of  the  tariff  should  be  investigated,  it  can 
issue  an  order  suspending  the  tariff  and  insti¬ 
tuting  such  an  investigation.  A  rate  of  return 
investigation  includes  examinations  and  deter¬ 
minations  of  such  things  as 

a)  the  cost  of  embedded  debt, 

b)  the  cost  of  preferred  stock  equity, 

c)  the  cost  of  common  stock  equity, 

d)  the  cost  of  any  other  sources  of  financing, 

e)  the  weights  to  be  accorded  these  costs  of 
sources  of  financing  in  the  carrier's  financial 
structure,  and 

f)  the  authorized  rate  of  return. 

3.  A  separated  trial  staff  is  established  within 
the  Common  Carrier  Bureau  to  investigate  the 
areas  of  concern  in  the  proceeding.  While  the 
proceeding  is  underway,  the  members  of  the 
trial  staff  are  restricted  in  their  access  to 
Commissioners,  the  administrative  law  judge 
who  is  responsible  for  presiding  over  hearings, 
and  certain  other  high-level  FCC  officials. 

4.  Prehearing  conferences  are  held  to,  among  other 
things,  clarify  the  issues  to  be  considered 
and  establish  procedures  to  be  followed  during 
hearings. 


1/The  carrier  may  instead  submit  a  petition  for  a  higher  rate 
of  return. 
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5.  Hearings  are  held  before  a  presiding  administrative 
law  judge.  1/  During  these  hearings  the  carrier , 
the  trial  staff  and  other  interested  parties  pre¬ 
sent  written  evidence  and  testimony  regarding 

the  issues  of  concern.  Witnesses  may  be  cross- 
examined  by  the  other  parties.  Rebuttal  and  sur- 
rebuttal  testimony  may  also  be  presented. 

6.  Based  on  the  evidence  of  record  the  presiding 
administrative  law  judge  prepares  and  issues  an 
initial  decision  containing  his  findings  in  the 
proceeding . 

7.  Parties  to  the  proceeding  may  file  exceptions 

to  the  initial  decision.  The  Commission  may  also 
hold  oral  argument  on  the  exceptions,  require  the 
filing  of  briefs  or  remand  the  proceedings  to  the 
administrative  law  judge,  if  necessary. 

8.  The  Commission  reviews  the  initial  decision  and 
any  additional  information  obtained  through  pro¬ 
cedures  described  in  step  7.  Based  on  this  it 
issues  a  final  decision. 


1/Hearings  may  also  be  conducted  by  the  Commission  or  one  or 
more  Commissioners. 
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PROBLEMS  REGARDING  AT&T1 s  RATE  BASE  AND 
EXPENSE  ITEMS  CITED  BY  FCC  IN  DOCKET  19129,  PHASE  II 

In  chapter  3,  we  discussed  problems  which  FCC  cited  in  phase 
II  of  Docket  19129  regarding  AT&T's  construction  program, 
its  utilization  of  the  interstate  telecommunications  network,  and 
its  maintenance  expenses,  as  well  as  subsequent  FCC  actions  to 
deal  with  these  problems.  In  its  final  decision  in  Docket  19129 
FCC  also  pointed  out  a  number  of  other  rate  base  and  expense  items 
which  required  further  study  in  the  future.  These  included:  1/ 

— AT&T's  investment  in  affiliates, 

— -AT&T's  cash  management  program, 

— AT&T's  internal  audits  program, 

— AT&T's  expenditures  on  the  Business  Information  Systems 
Programs, 

— AT&T's  investment  in  Traffic  Service  Position  System 
installations,  and 

— AT&T's  traffic  expenses. 

As  is  indicated  below,  little,  if  any,  subsequent  action 
has  been  taken  by  FCC  on  many  of  these  matters. 

Investment  in  affiliates 


In  its  Docket  19129,  phase  II,  final  decision  FCC  expressed 
concern  that  investment  in  certain  affiliates  of  AT&T — Bel'  Tele¬ 
phone  Laboratories  and  the  195  Broadway  Corporation — were  included 
in  the  interstate  rate  base.  This  investment  totaled  $48.4  mil¬ 
lion  in  1972.  Bell  Laboratories  conducts  various  types  of  re¬ 
search  related  to  telecommunications  and  develops  and  designs 
telecommunications  products,  among  other  activities.  The  195 
Broadway  Corporation  owns  the  buildings  housing  AT&T's  General 
Department,  which  provides  certain  staff  services  to  AT&T  oper¬ 
ating  companies  and  provides  funding  for  Bell  Laboratories.  FCC 
noted  that  because  these  affiliates  were  consolidated  within 
AT&T  for  rate  purposes,  interstate  ratepayers  had  to  pay  a  return 
on  the  investment  in  the  affiliates. 


1/FCC  also  stated  that  action  was  needed  to  address  problems 
relating  to  AT&T's  depreciation  practices  and  the  treat¬ 
ment  of  certain  types  of  station  apparatus  (see  ch.  7). 

In  addition,  FCC  concluded  that  revisions  were  needed  in 
the  Uniform  System  of  Accounts,  as  is  discussed  in  chapter 
5. 
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PCC  stated  that  while  it  had  no  information  which  would  allow 
it  to  make  even  a  preliminary  judgment  on  the  rate  base  treatment 
of  the  195  Broadway  Corporation,  it  saw  no  justification  for  in¬ 
cluding  Bell  Laboratories  in  the  rate  base.  FCC  noted  that  Bell 
Laboratories  contracted  its  services  to  AT&T,  Western  Electric, 
and  others  and,  in  the  case  of  contracts  with  AT&T,  expenses 
associated  with  such  contracts  were  allowed  as  operating  expenses 
for  ratemaking  purposes.  It  added  that  while  it  did  not  question 
the  allowance  of  those  expenses,  it  did  not  understand  why  rate¬ 
payers  were  also  required  to  pay  a  return  on  Bell  Laboratories 
investment.  FCC  chose  not  to  disallow  investments  in  the  two 
affiliates  at  that  time,  but  said  it  would 

"*  *  *  shortly  institute  a  separate  rule  making 
proceeding  to  examine  the  reasonableness  of  in¬ 
cluding  in  the  rate  base  the  Bell  System's 
investment  in  Bell  Labs  and  the  195  Broadway 
Corporation." 

In  1977  FCC  initiated  a  proceeding  which  was  to  examine  the 
ratemaking  treatment  of  these  affiliates.  However,  the  proceeding 
was  aimed  at  exploring  only  the  question  of  whether  investment 
in  the  affiliates  was  counted  both  as  a  rate  base  and  expense 
item — not  larger  questions  concerning  the  treatment  of  AT&T's 
investment  in  these  affiliates,  su^h  as  how  and  to  what  extent 
this  investment  benefits  AT&T's  ratepayers.  We  were  told  during 
the  course  of  our  review  that  these  issues  still  remain  unre¬ 
solved,  although  they  may  be  explored  to  some  extent  in  FCC's 
present  investigation  into  AT&T  license  contract  arrangements. 

AT&T's  cash  management  program 

Included  in  AT&T's  interstate  rate  base  is  an  allowance  for 
working  capital.  Working  capital  is,  in  a  general  sense,  the 
funds  required  on  an  annual  basis  to  finance  the  day-to-day  ac¬ 
tivities  of  a  business.  It  consists  of  two  major  elements:  (1) 
cash  and  cash  items  needed  to  pay  current  expenses  and  (2)  in¬ 
vestment  in  materials  and  supplies.  Allowance  for  these  items 
in  the  1972  rate  base  were  $86.4  million  and  $21.4  million, 
respectively. 

In  its  Phase  II  investigation  FCC  raised  questions  con¬ 
cerning  AT&T's  treatment  of  materials  and  supplies  and  its 
management  of  the  cash  which  it  needed  to  conduct  its  daily 
operations.  Regarding  the  treatment  of  materials  and  supplies, 

FCC  determined  that  AT&T's  investment  in  materials  held  for 
future  construction  should  be  excluded  from  the  rate  base  until 
it  was  recognized  as  part  of  an  allowed  construction  project. 

Thus,  FCC  disallowed  $63.4  million  from  AT&T's  1972  rate  base, 
subject  to  subsequent  adjustment. 
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Regarding  cash  management,  in  his  initial  decision,  the 
presiding  administrative  law  judge  stated  that  AT&T  had 
presented  no  evidence  on  which  the  Commission  could  rely  to 
ensure  that  the  cash  balances  which  AT&T  maintained  in  its  rate 
base  were  required  in  the  rendition  of  service.  Thus  he 
recommended 

"*  *  *  that  Bell  be  required  to  submit,  within  six 
months,  a  program  designed  to  insure  cash  manage¬ 
ment  practices  that  will  minimize  cash  require¬ 
ments  for  the  daily  operation  of  the  business. 

Such  programs  ought  to  be  capable  of  being  mon¬ 
itored  and  their  oversight  should  be  included  as 
part  of  the  regulatory  program  of  this  Commission." 

The  Commission  endorsed  this  requirement  in  its  final  decision. 

In  August  1977  AT&T  submitted  a  report  on  its  cash  management 
practices.  An  FCC  official  who  had  reviewed  the  report  said  that 
he  questioned  its  responsiveness;  however,  as  of  August  1981  no 
further  action  has  been  taken  on  the  matter. 

AT&T* s  internal  audits  program 

In  its  investigation  FCC  raised  questions  about  the 
procedures  used  by  AT&T  for  carrying  out  its  internal  audits 
program.  1/  Particularly,  FCC  in  its  final  decision  expressed 
concern  that  there  was  "no  effective  central  audit  direction  nor 
system  of  standard  procedures  for  internal  auditing.”  FCC  stated 
that  because  of  the  integrated  nature  of  AT&T  and  the  comprehen¬ 
sive  regulatory  scheme  in  the  Communications  Act  which  requires 
it  to  examine  the  costs  of  services  offered  by  all  its  operating 
companies  and  to  audit  those  costs,  it  needed  to  have  "consistent, 
valid  audit  reports"  of  the  costs  and  revenues  as  reported  in¬ 
dividually  and  collectively  by  those  companies. 

Thus,  FCC  stated  that  "consistent  with  our  continuing  sur¬ 
veillance  over  the  Bell  System  and  the  revisions  to  the  Uniform 
System  of  Accounts"  it  expected  AT&T  to  institute  procedures 
which  would  ensure  a  more  centralized  and  adequate  supervision 
and  auditing  control  by  the  parent  company  over  the  operating 
companies.  It  called  for  AT&T  to  report  the  procedures  which  it 
had  developed  and  instituted  within  6  months.  AT&T  filed  such  a 
report  in  August  1977.  FCC  officials  told  us,  however,  as  of 
August  1981  that  nothing  further  had  been  done  on  the  subject. 


1/Internal  audits  activities  were  considered  as  a  general 
expense  item. 
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Business  Information  Systems  Programs 

Business  Information  Systems  Programs  is  a  section  of  Bell 
Telephone  Laboratories  charged  with  the  centralized  development 
of  computer-based  systems.  The  1973  budget  for  these  programs 
was  $46  million,  all  of  which  was  funded  by  AT&T's  Operating 
Companies,  which  previously  performed  this  function. 

FCC's  staff  claimed  that  over  18  percent  of  the  investment 
in  the  program  was  for  projects  that  were  abandoned  and  that  the 
program  had  never  operated  cost-effectively.  It  also  argued  that 
the  operating  companies'  individual  programs  were  so  successful 
that  a  centralized  program  was  unnecessary. 

The  Commission  agreed  with  the  staff  that  the  record  in¬ 
dicated  the  Business  Information  Systems  Programs  had  not  been 
"entirely  efficient  or  cost-effective  in  its  assigned  functions" 
and  that  further  study  of  the  future  funding  of  the  program  was 
needed.  The  Commission  stated,  therefore,  that  it  would  require 
AT&T,  within  6  months,  to  submit  a  full  written  justification 
for  continuing  its  funding  of  the  program.  Upon  receipt  of  the 
justification,  the  Commission  said  it  expected  to  take  another 
look  at  allowance  of  expenses  related  to  the  program.  A  Common 
Carrier  Bureau  official  told  us,  however,  that  nothing  further 
has  been  done  on  this  matter.  He  added  that  while  FCC's  in¬ 
vestigation  into  AT&T's  license  contract  arrangement  may  touch 
on  this  subject,  it  will  not  directly  address  the  issues  raised 
in  Docket  19129. 

Investment  in  Traffic  Service 
Position  System  installations 

Traffic  Service  Positions  are  a  type  of  switchboard  which  is 
used  by  the  Bell  System  for  handling  toll  calls  requiring  operator 
assistance.  Using  the  Traffic  Service  Position  System,  customers 
can  dial  various  types  of  toll  calls  such  as  person-to-person  and 
collect  calls,  directly,  as  in  station  to  station  service,  with 
operator  assistance  provided  only  briefly.  When  "cordboard"  op¬ 
erator  positions  are  used,  customers  are  required  to  first  access 
a  toll  operator,  who  then  dials  the  call,  monitors  it,  and  dis¬ 
connects  when  it  is  completed. 

In  its  investigation,  FCC's  trial  staff  had  questioned  the 
prudence  of  AT&T's  investment  in  this  system — believing  that  AT&T 
had  installed  4,926  excess  positions,  the  interstate  investment 
of  which  totaled  $46.3  million.  It  also  called  for  more  careful 
study  of  the  costs  involved  in  using  Traffic  Service  Position  and 
cordboard  installations.  The  administrative  law  judge  agreed  with 
the  staff  that  more  information  on  the  system  was  needed,  although 
he  did  not  support  a  disallowance  for  excess  investment.  In  this 
regard  he  stated 
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"The  record  is  burdened  with  much  detailed 
claim  and  counter-claim  about  the  relative 
economics  of  TSPS  and  Cordboard,  and  much 
disputed  and  intricate  argumentation  about 
the  validity  of  data  and  its  uses  and  eval¬ 
uation.  This  denotes  a  deplorable  lack  of 
readily  available,  intelligible,  tested 
data  reliably  indicative  of  costs  and  cost 
comparisons.  Both  the  Company  and  the 
Commission  need  such  information.  *  *  * 

A  number  of  factors  *  *  *  all  reinforce  the 
need  for  close  and  timely  check  by  the  Com¬ 
mission  of  the  economic  acceptability  of 
further  [Traffic  Service  Position  System] 
installations. " 

In  its  final  decision,  the  Commission  agreed  with  the  need 
for  additional  information.  Thus  it  called  for  the  Common  Carrier 
Bureau  to  establish  reporting  requirements  to  obtain  pertinent 
information  on  future  installations. 

Officials  in  the  Common  Carrier  Bureau’s  Domestic  Facilties 
Division  told  us  that  following  Docket  19129  they  had  monitored 
implementation  of  the  Traffic  Service  Position  System  and  cor¬ 
responded  with  AT&T  on  it.  They  believed  that  as  a  result  of 
their  efforts  implementation  of  the  system  had  been  improved. 

One  official  told  us  in  this  regard  that  because  of  their  efforts 
he  believed  AT&T  had  taken  some  unneeded  equipment  out  of  opera¬ 
tion;  however,  such  equipment  remained  in  the  rate  base.  A  formal 
proceeding,  he  added,  would  be  necessary  to  remove  this  equipment 
from  the  rate  base,  but  such  a  proceeding  is  not  anticipated. 

Traffic  expenses 

AT&T's  traffic  expenses  are  primarily  composed  of  operators' 
wages,  employment  and  training,  and  supervision.  Interstate  traf¬ 
fic  expenses  totaled  $591  million  for  1972.  Based  on  its  investi¬ 
gation,  FCC  staff  questioned  several  aspects  of  the  handling  of 
traffic  including  operator  efficiency.  In  this  regard,  the  staff 
asserted  that  operator  efficiency  in  handling  calls  had  declined 
during  1969-72  in  spite  of  the  fact  that  AT&T  had  invested 
hundreds  of  millions  of  dollars  for  equipment,  including  Traffic 
Service  Position  System  units,  which  were  purportedly  designed  to 
increase  operator  efficiency. 

Both  the  Commission  and  the  administrative  law  judge  found 
evidence  presented  by  the  staff  to  be  insufficient  to  support  a 
disallowance.  However,  the  Commission  said  it  was  "very  con¬ 
cerned"  about  the  cost-effectiveness  of  automated  switching  equip¬ 
ment  installations,  such  as  the  Traffic  Service  Position  System. 
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Thus,  it  said  it  would  require  as  part  of  its  effort  to  increase 
surveillance  over  switching  equipment  installations,  efficiency 
reports  and  prior  justification  of  the  cost-effectiveness  of 
future  Traffic  Service  Position  System  applications.  Subsequent 
actions  by  FCC  on  this  subject  are  discussed  on  page  207. 
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MODIFICATIONS  OP  AND  ALTERNATIVES  TO 
RATE  OF  RETORN/RATE  BASE  REGULATION 


Because  of  the  problems  relating  to  rate  of  return/rate  base 
regulation,  both  theoretical  and  practical,  a  variety  of  modifi¬ 
cations  and  alternatives  have  been  suggested.  These  range  from 
minor  alterations  in  the  methods  used  to  determine  the  rate  of 
return  to  entirely  different  forms  of  regulation.  The  following 
will  outline  some  of  these  proposals.  It  will  not  discuss  those 
approaches  which  deal  solely  with  how  to  compute  the  cost  of 
equity,  but  will  discuss  some  modifications  to  the  rate  of  return 
setting  process. 

MODIFICATIONS  TO  THE  RATE 
OF  RETURN  SETTING  PROCESS 

Various  suggestions  have  been  made  to  modify  the  rate  of 
return  setting  process  to  provide  greater  incentives  for  the 
regulated  firm  to  attempt  to  minimize  its  costs.  One  basic 
proposal  for  accomplishing  this  is  allowing  the  firm's  rate 
of  return  to  exceed  its  cost  of  capital  by  establishing  a 
range  rather  than  an  exact  figure  for  the  rate  of  return.  In 
addition,  parties  have  suggested,  and  some  State  commissions 
have  adopted,  automatic  rate  adjustment  clauses  to  obviate 
the  need  for  rate  hearings  to  compensate  for  changes  in  the 
economy . 

Rate  of  return  ranges 


Because  limiting  the  regulated  firm's  rate  of  return 
to  its  cost  of  capital  tends  to  weaken  efficiency  incentives, 
it  has  been  proposed  that  the  firm  be  allowed  to  earn  above 
its  cost  of  capital.  This  would  be  accomplished  by  estab¬ 
lishing  a  zone  of  reasonableness  in  the  rate  of  return,  the 
top  of  which  (at  least)  would  be  above  the  firm's  cost  of 
capital.  By  establishing  such  a  zone  of  reasonableness,  a 
firm  would  theoretically  have  an  incentive  to  minimize  its 
costs,  since  by  doing  so  it  could,  to  some  extent,  increase 
its  profits.  The  FCC  ostensibly  followed  this  approach  in 
Docket  19129  (Phase  I) — establishing  a  0.5  percent  range  in 
AT&T's  allowed  rate  of  return  to  "encourage  improved  operating 
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efficiency  and  productivity."  (See  p.  37.)  FCC  referred  to 
this  as  a  "conscious  use  of  regulatory  lag."  1/ 

While  the  establishment  of  a  range  in  a  regulated  firm's 
rate  of  return  which  will  allow  it  to  earn  above  its  cost  of 
capital  may  provide  benefits  to  both  investors  and  consumers, 
the  approach  is  not  without  problems.  One  major  problem  is 
ensuring  that  any  supranormal  profits  result  from  increased 
efficiency  rather  than  from  monopolistic  or  discriminatory 
pricing. 

Adjustment  clauses 

Automatic  rate  adjustment  clauses  are  designed  to  expedite 
adjustments  to  changes  in  economic  conditions  by  allowing 
utilities  to  raise  or  lower  their  rates  in  response  to  certain 
cost  changes  without  going  through  a  full  rate  proceeding. 

This  may  be  done,  for  example,  by  indexing  utility  ratfes  or 
specific  costs  to  a  general  economic  indicator  such  as  the 
Consumer  Price  Index — so  that  rates  would  automatically  go  up 
or  down  by  the  same  percentage  as  the  percentage  change  in  the 
indicator.  They  may  also  simply  allow  utilities  to  pass  along 
certain  cost  increases  to  customers.  The  primary  advantages 
of  using  such  a  system  are  that  (1)  it  would  be  easier  for 
utilities  to  deal  with  inflation  and,  thus,  to  continue  to  be 
able  to  obtain  necessary  capital  and  (2)  regulatory  agencies 
might  be  required  to  conduct  fewer  rate  hearings  and,  thus, 
they  could  devote  their  time  to  other  areas  needing  attention. 

Automatic  adjustment  clauses  have  been  implemented  by 
several  State  commissions  for  use  in  regulating  public  utili¬ 
ties.  Probably  the  most  common  of  these  adjustment  clauses 
is  the  fuel  adjustment  clause,  which  allows  electric  utilities 
to  directly  pass  along  changes  in  fuel  costs  to  customers. 


1/Regulatory  lag  results  from  the  slowness  of  the  regulatory 
process  to  make  needed  adjustments  in  a  regulated  firm's 
earnings — either  by  reducing  earnings  which  prove  to  be 
excessive  or  by  approving  new  rates  needed  to  keep  the 
firm's  rate  of  return  at  satisfactory  levels.  While  such 
lag  could  be  perceived  as  a  weakness  in  the  regulatory 
process,  some  economists  have  suggested  that  it  may,  in 
fact,  be  beneficial  and,  thus,  that  some  regulatory  lag 
should  be  institutionalized.  Advocates  of  the  use  of  regu¬ 
latory  lag  argue,  in  this  regard,  that  it  provides  incen¬ 
tives  for  the  firm  to  reduce  costs  since  such  action  can 
allow  it  to  reap  supranormal  profits  until  the  regulatory 
agency  takes  action  by  ordering  rate  reductions.  Alter¬ 
natively,  it  is  argued  that  if  the  time  between  rate  in¬ 
crease  requests  and  approvals  is  prolonged,  the  firm  will 
be  motivated  to  cut  costs  in  the  interim  to  preserve  profits. 


APPENDIX  IX 


APPENDIX  IX 


They  have  also  been  tried,  to  a  limited  extent,  in  telephone 
regulation. 

In  April  1980,  the  Michigan  Public  Service  Commission 
decided  on  a  plan  which  would  link  Michigan  Bell  Telephone  Com¬ 
pany's  rates  to  the  Consumer  Price  Index.  The  plan  takes  the 
annual  percentage  change  in  the  Index,  then  subtracts  4  percent 
for  productivity  increases.  The  company  could  then  raise  rates 
by  90  percent  of  the  remainder. 

A  different  approach  was  tried  by  the  New  Jersey  Board 
of  Public  Utility  Commissioners.  Its  purpose  was  to  provide 
interim  relief  or  adjustment  based  upon  costs  which  are  beyond 
the  direct  control  of  the  utility,  to  provide  more  gradual 
increases  in  rates  and  to  reduce  the  cost  of  rate  proceedings. 
The  plan  permitted  New  Jersey  Bell  Telephone  Company's  rates 
to  be  revised  automatically  in  response  to  increases  in  any  of 
four  categories  of  cost:  (a)  salaries  and  wages  (including 
fringe  benefits),  (b)  depreciation  expense,  (c)  "other  expen¬ 
ses,"  a  catch-all  classification,  and  (d)  taxes.  Rates  could 
be  increased  only  if  the  company's  rate  of  return  fell  below 
the  authorized  level. 

Automatic  adjustment  clauses  have  attracted  critics  as 
well  as  supporters.  Most  often  they  have  been  criticized  for 
the  following  reasons: 

— they  reduce  efficiency  incentives; 

— they  are  tied  to  inappropriate  indicators  (e.g.,  tele¬ 
phone  costs  vary  differently  than  does  the  Consumer 
Price  Index); 

— they  are  subject  to  manipulation; 

— they  can  lead  to  distortions  in  the  relative  use  of  in¬ 
puts,  thus,  reducing  efficiency;  and 

— they  abrogate  the  responsibility  of  the  commissions. 
INCENTIVE  PLANS 

Because  of  the  lack  of  cost  efficiency  incentives  found 
under  rate  of  return  regulation,  several  proposals  have  been 
made  and  a  few  tried,  to  improve  such  incentives.  One  of  the 
simplest  methods  which  aim  at  improving  efficiency  incentives — 
use  of  a  rate  of  return  range — was  discussed  on  page  209.  Other 
plans  have,  however,  attempted  to  promote  efficiency  by  linking 
utility  performance  to  the  allowed  rate  of  return.  These  in¬ 
clude  "sliding  scale”  plans  and  several  other  somewhat  more  com¬ 
plex  proposals.  Major  problems  with  such  plans  include  estab¬ 
lishing  workable  procedures  for  rewarding  and  punishing  the 
utility  and  for  isolating  efficiency  gains  from  changes  which 
are  related  to  exogenous  factors. 
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Sliding  scale  plans 

Sliding  scale  plans  originated  in  Britain  in  1855. 
Basically,  they  allow  profit  (the  rate  of  return)  to  increase 
or  decrease  in  inverse  proportion  to  increases  or  decreases 
in  rates  (i.e.,  as  rates  decline,  the  rate  of  return  is  al¬ 
lowed  to  increase).  This  is  designed  to  provide  an  incentive 
to  the  firm  to  increase  profit  by  reducing  rates. 

Sliding  scale  plans  have  been  tried  several  times  in 
the  United  States,  for  example,  by  the  Utilities  Commission  of 
the  District  of  Columbia  for  regulating  the  Potomac  Electric 
Power  Company.  Under  this  plan,  a  base  rate  of  return  of  7.5 
percent  was  established.  If  revenues  exceeded  those  needed  to 
realize  the  rate  of  return,  the  company  was  allowed  to  retain 
half  of  the  excess  with  the  rest  used  for  rate  reductions.  The 
company  was  not,  however,  required  to  absorb  shortfalls.  This 
plan  was  used  from  1925-55  when  it  was  abandoned  because  of 
inflationary  problems  (e.g.,  inflationary  cost  increases  tended 
to  obscure  improved  efficiencies).  A  similar  plan,  which  was 
proposed  for  regulating  the  Southern  California  Edison  Company, 
would  have  divided  surplus  profits  among  firm  employees  as  well 
as  consumers  and  stockholders. 

Performance  standards 


One  further  modification  which  has  been  suggested  is  the 
establishment  of  performance  standards.  Under  this  proposal  the 
regulator  would  specify  reasonable  standards  of  performance  (e.g., 
based  on  negotiations  with  the  firm)  in  areas  such  as  price  levels 
and  service  quality.  The  rate  of  return  would  be  allowed  to  vary 
based  on  achievements  of  these  standards.  A  major  problem  in  im¬ 
plementing  such  a  program  would,  of  course,  be  the  formulation  of 
acceptable  standards  and  development  of  a  fair  and  effective  sys¬ 
tem  of  rewards  and  penalties  to  promote  their  achievement. 

Other  incentive  plans 

In  addition  to  sliding  scale  plans,  other  more  complex 
plans  have  also  been  formulated  which  attempt  to  deal  with  the 
incentives  of  regulated  firms.  One  such  plan  was  that  formulated 
by  Horace  J.  DePodwin  Associates  in  its  study,  "Regulation  of 
Utility  Performance,  A  Proposed  Alternative  to  Rate  Base  Regula¬ 
tion"  which  was  prepared  for  FCC  in  1974.  The  plan  involved 
establishing  a  range  within  which  the  firm's  profits  would  be 
allowed  to  fluctuate.  The  range  was  also  used  to  establish  ac¬ 
ceptable  performance  standards. 

Basically,  the  plan  called  for  initially  determining  an 
acceptable  range  of  return  of  equity  for  the  regulated  firm, 
within  which  its  initial  cost  of  equity  would  be  established. 
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This  range  would  be  modified  as  economic  conditions  changed. 

Next  a  performance  index  would  be  established  based  on  the  firm's 
net  income  per  unit  of  output.  Using  the  firm's  initial  period 
level  of  output,  performance  index  levels  would  be  determined 
which  corresponded  to  the  maximum  and  minimum  limits  on  the 
range  of  return  on  equity. 

Operation  of  the  plan  would  involve  comparing  the  firm's 
performance  with  the  pre-established  range.  If  net  income 
per  unit  of  output  was  above  the  acceptable  range,  excess 
profits  would  be  divided  between  the  utility  and  its  customers. 
Customers  would  receive  their  share  by  means  of  lower  rates 
for  the  service  for  which  efficiency  had  improved.  If  net 
income  per  unit  of  output  was  within  the  range,  no  action 
would  be  taken.  If  net  income  per  unit  of  output  was  below 
the  acceptable  range,  intervention  would  be  required  only  if 
the  utility's  return  on  equity  had  fallen  below  the  lower 
limit  of  its  acceptable  range  and  the  acceptable  range  had  not 
declined.  Under  that  circumstance,  service  rates  would  be 
raised  to  restore  rate  of  return  on  equity  at  least  to  the 
lower  limit.  However,  since  that  lower  limit  might  still  be 
below  the  utility's  calculated  cost  of  equity  capital,  in 
effect,  a  penalty  would  be  imposed  for  poor  performance. 

A  major  obstacle  to  implementing  a  plan  such  as  this 
would,  of  course,  be  the  difficulty  in  carrying  out  the 
tasks,  such  as  determining  the  appropriate  range  for  the  re¬ 
turn  on  equity  and  measuring  output,  which  are  required  for 
it  to  function  effectively. 

OPERATING  RATIOS,  EXCESS 
PROFITS,  TAXES,  FRANCHISE 
BIDDING,  AND  PUBLIC  OWNERSHIP 

In  addition  to  the  proposals  discussed  previously, 
a  number  of  more  far  reaching  alternatives  have  also  been 
discussed.  These  include  operating  ratio  regulation,  ex¬ 
cess  profits  taxes,  franchise  bidding,  and  public  ownership. 

One  possible  alternative  to  rate  of  return/rate  base 
regulation  is  the  use  of  operating  ratios,  such  as  is  used 
by  the  Interstate  Commerce  Commission.  Under  this  method  over¬ 
all  revenue  requirements  are  set  at  some  percentage  above 
operating  expenses.  The  firm  would  earn  profits  on  expenses, 
such  as  labor  expenses,  rather  than  or  in  addition  to  a  return 
on  investment — thus,  giving  it  an  incentive  to  inflate  all  ex¬ 
penses,  not  just  capital. 

Another  alternative  which  has  been  suggested  involves 
the  use  of  excess  profits  taxes.  Under  this  scenario,  in 
place  of  profit  regulation,  a  surtax  would  be  imposed  on 
profits  in  excess  of  the  fair  rate  of  return  determined  by 
the  agency.  Such  a  plan  has  been  criticized,  however,  on  the 
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grounds  that  it  embodies  some  of  the  worst  figures  of  regula¬ 
tion,  and  does  not  address  price  discrimination  issues. 

The  use  of  franchise  bidding  has  also  been  suggested. 
Under  this  approach,  the  right  to  operate  a  public  utility 
would  be  put  up  for  competitive  bid  at  specified  intervals. 
This  process  has  also  been  criticized  because,  among  other 
things,  it  probably  will  not  prevent  price  discrimination  and 
may  foster  market  dominance. 

Still  a  more  unlikely  alternative  is  public  ownership. 
While  presumably  a  publicly  owned  firm  could  be  directed  to 
price  its  services  to  limit  discrimination  and  avoid  monopoly 
profits,  it  would  lose  the  efficiency  incentives  which  can  be 
expected  to  be  present  in  a  private,  profitmaking  firm. 
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EXAMPLES  OF  ITEMS  INCLUDED  IN 
DEPRECIABLE  PLANT  ACCOUNTS 


Plant  account 


Buildings 


Central  office 
equipment 


Station 

apparatus 


Station 

connections 


Large  private 

branch  exchanges 


Pole  lines 


Underground  cable 


Buried  cable 


Submarine  cable 


Examples 

Buildings — permanent  fixtures,  machinery, 
appurtenances  and  appliances  installed 
(awnings,  central  air  conditioning 
systems,  electric  wiring,  fences  and 
hedges,  platforms,  storage  or  loading 
water  supply  system) . 

Electric  instruments,  apparatus,  and 

equipment  in  central  offices  (automatic 
message  recording  equipment,  circuit 
breakers,  line  concentrator  equipment 
meters,  operator  head  sets,  repeater 
sets)  . 

Telephones,  key  telephones,  coin  tele¬ 
phone,  teletypewriters,  radio  telephone. 

This  account  includes  original  cost  of 

installing  or  connecting  items  of  station 
apparatus  and  the  original  cost  of  inside 
wiring  and  cable  and  of  drop  and  block 
wires. 

Dial  system  private  branch  exchanges, 
cables  or  wires  from  distributing  frame 
to  switchboard,  distributing  frames, 
television  program  supply  equipment  and 
other  television  equipment  on  customers' 
premises . 

Telephone  poles,  crossarms,  bolts,  guy 
wires,  river  crossing  and  long  span 
fixtures,  pole  brackets. 

Underground  cable  in  conduit,  cable 

terminals  or  boxes,  splice  cases,  fuse 
boxes . 

Buried  cable  and  trenches  for  buried 
cable  not  run  in  regular  conduit, 
protective  covering  for  buried  cable, 
and  cable  terminals. 

Submarine  cable,  protectors,  carrier 
line  filters,  cable  terminals. 
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Plant  account 


Aerial  wire 


Furniture  and 
office  equipment 


Vehicles  and 
other  work 
equipment 


Aerial  cable 


Underground 

conduit 


Examples 

Aerial  wire,  insulators,  tie  wires, 

grandwire,  clamps,  and  rods,  repeating 
coils. 

Furniture  and  equipment  in  offices, 

storerooms  and  shops  (bookcases,  chairs, 
carpets,  rugs,  desks,  drapes,  fans, 
stoves,  television  sets,  water  coolers.) 

Vehicles,  tools,  garage  and  shop  machinery 
and  equipment,  (air  compressors,  concrete 
mixers,  hand  tools,  power  saws,  torches, 
power  winches,  tents.) 

Aerial  cable,  cable  clamps,  cable  terminals 
or  boxes,  fuse  boxes. 

Original  cost  of  tile  pipe  and  other 
conduit. 
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FCC'S  ESTIMATED  INCREASES  IN  TOTAL 
REVENUE  REQUIREMENTS  FOR  1981 
BASED  ON  DEPRECIATION  CHANGES 


Increase  in 

Depreciation  function  revenue  requirement 

(millions) 


Review  of  depreciation 
rates  for  all  accounts 

for  the  1981  companies  (Note  a)  $  250 

Review  of  depreciation 
rates  for  terminal 
equipment  accounts  for 

1982  and  1983  companies  330 

Remaining  life  rates 

for  1981  companies  620 

ELG  rates  for  new 

additions  to  outside 

plant  for  all  companies  80 

Station  connections  inside 

wiring  phase-in  270 


Total  $1,550 


a/As  described  on  page  142,  depreciation  rates  are  reviewed  for 
approximately  one-third  of  the  FCC-subject  carriers  each  year. 
Therefore,  the  1981  companies  would  be  the  one-third  falling 
in  the  1981  review  cycle. 
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FCC'a  PROPOSED  ASSIGNMENT  OF  LOCAL 
EXCHANGE  PLANT  TO  INTERSTATE  SERVICES 

In  its  Second  Supplemental  Notice  in  the  MTS/WATS  market 
structure  proceeding,  FCC  set  forth  the  following  basic  pro¬ 
cedures  which  were  to  be  used  for  assigning  local  exchange 
plant  to  interstate  services:  1/ 

Distribution  of  direct  investment 
in  exchange  plant  assigned  interstate 

A.  Investment  in  Subscriber  Line  Outside  Plant,  station 
equipment,  nontraffic  sensitive  central  office  switching 
equipment,  and  subscriber  line  exchange  circuit  equipment 
should  be  distributed  to  the  access  service  categories 
(MTS/WATS,  foreign  exchange/common  controlled  switching 
arrangements  "open  end,"  private  line  and  OCC-ENFIA) 

on  the  basis  of  holding  time  minutes  of  use. 

B.  Investment  in  traffic  sensitive  local  dial  switching 
equipment  should  be  distributed  entirely  to  the  message 
access  service  categories  (MTS/WATS,  foreign  exchange/ 
common  controlled  switching  arrangements  open  end 

and  OCC-ENFIA)  on  the  basis  of  relative  dial  equipment 
minutes,  as  defined  in  the  Separations  Manual  except  that 
if  any  such  investment  is  presently  assigned  directly  to 
private  line  service  in  accordance  with  Division  of 
Revenue  instructions  such  investment  should  continue  to 
be  assigned  directly  to  private  line. 

C.  Investment  in  that  portion  of  exchange  trunk  outside 
plant  used  jointly  for  exchange  and  toll  message  service 
and  related  exchange  trunk  circuit  equipment  should  be 
distributed  to  the  message  access  service  categories 

on  the  basis  of  relative  minutes  of  use.  2/ 

D.  Investment  in  exchange  trunk  outside  plant  for  interstate 
private  line  service  and  any  related  circuit  equipment 
should  be  assigned  directly  to  private  line  service.  How¬ 
ever,  outside  plant  facilities  running  between  local  central 
offices  and  toll  offices  should  be  excluded  and  considered 
as  interexchange  plant. 


1/As  discussed  in  chapter  8,  FCC  also  proposed  to  make 
adjustments  in  the  assignments  to  service  categories  to 
exclude  plant  and  expenses  which  were  not  used  in  their 
provision. 

2/Plant  used  exclusively  for  toll  service  is  not  within 
exchange  plant,  as  FCC  defined  that  term,  and  such  plant 
was  to  be  assigned  to  the  interexchange  portion  of  inter 
state  service. 
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E.  All  other  direct  plant  investment  should  be  distributed 

among  the  access  service  categories  based  on  the  same  fac¬ 
tors  which  are  used  in  the  Separations  Manual  to  allocate 
the  particular  plant  category  or  subcategory  between  State 
and  interstate  jurisdictions.  If  the  Separations  Manual 
factors  cannot  be  used  for  this  purpose,  investment  should 
be  distributed  based  on  the  Separations  Manual  principles  or, 
alternatively,  on  the  basis  of  relative  minutes  of  use. 


Distribution  of  remaining 
Investment  and  expenses  for  ex¬ 
change  plant  assigned  interstate 

The  investment  and  exchange  plant  not  distributed  as  shown 
above  (e.g.,  land  and  buildings,  furniture  and  office  equipment, 
vehicles  and  other  work  equipment,  organization,  franchises, 
patent  rights,  plant  under  construction,  materials  and  supplies, 
cash  working  capital)  and  the  expenses  related  to  the  provision 
of  exchange  access  should  be  distributed  to  the  exchange  plant 
service  categories  based  on  the  method  AT&T  used  in  developing 
its  restated  FDC-7  results  for  its  1978  Central  Submission  and 
on  the  factors  contained  in  Volume  28  of  the  1978  Central  Sub¬ 
mission. 
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